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The New York franchise tax on corporations is a subject of 
importance to assessment lawyers, accountants and bookkeepers 
associated with corporations exercising privileges within the state 
of New York and it is essential that the provisions of the statute 
governing the imposition of the tax be adaptable to a compre- 
hensive analysis, that the same may be made the subject of an 
intelligent report based on the results sought to be obtained when 
the act was passed. Unquestionably a confusion of ideas is 
prevalent as to the precise significance of the various questions 
embodied in the form of report issued by the comptroller, and 
though it is without the scope of this article to attempt to treat 
the subject so exhaustively that reference to books dealing with 
the matter in a broad sense would not prove advantageous, yet 
an effort will be made to explain the text of the statute and to 
demonstrate the practicability of applying its terms to a state- 
ment prepared on the basis of sound accounting practice. 

Section 182, chapter 60 of the consolidated laws of the state 
of New York requires that every corporation, joint stock com- 
pany or association liable to pay a tax under the section shall 
on or before November 15th in each year make to the comp- 
troller, on a form prescribed by him, a written report of its con- 
dition at the close of business on October 31st immediately pre- 
ceding. 

The enactment provides that: 


For the privilege of doing business or exercising its corporate fran- 
chises in this state every corporation, joint-stock company or association 
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doing business in this state shall pay to the state treasurer annually in 
advance an annual tax to be computed upon the basis of the amount of 
its capital stock employed during the preceding year within this state 
and upon each dollar of such amount. 


It will be apparent from the above that the intention of the 
legislature was not to impose a property tax but to assess all 
corporations for the right of exercising privileges which the 
state granted to them. As far as foreign corporations are con- 
cerned the privilege is that of “doing business,” but before such 
corporations may be subjected to the taxing power of the state 
it must be definitely established also that capital stock was 
actually employed within the state. Without those two condi- 
tions of fact the state has no jurisdiction under the act to impose 
a tax. The question as to whether or not a foreign corporation 
has in fact done business within the state must be determined by 
“its nature, character and extent and not whether it possesses 
the natural or contractual right to carry on such business.” As 
only a domestic corporation can legally exercise a corporate 
franchise, it need only be proven that capital stock has been em- 
ployed in the state to justify the tax, coincident with the fact 
that the franchise is being exercised. There was no intention, 
however, when the act was passed to discriminate between for- 
eign and domestic corporations to the possible detriment or 
advantage of either one and hence the law grants equal protection. 


Of vital significance is the precise meaning of the term 
“capital stock” for without a full knowledge of this, the prepara- 
tion of the report cannot be conducted on any rational basis. It 
has been held to refer to the “property of the corporation con- 
tributed by the stockholders or otherwise obtained by it and not 
the shares of stock.” The word “property” simply stated means 
nothing more or less than assets of every description even though 
a corporation’s funded indebtedness may consist of, in addition 
to issued capital stock, bonds, notes, mortgages, etc. Provision 
is made, however, in the comptroller’s form for recording lia- 
bilities of every description, so that, after listing all the assets 
and deducting the total liabilities therefrom, the net result will 
represent the book value of the stockholders’ interest over or 
under par value of the shares according to whether there is a 
surplus or deficit. This in effect is equivalent to a statement of 
assets corresponding to a sole liability of issued capital stock. 
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The fact that the surplus or deficit may not be the creation en- 
tirely of the capital stock issue does not affect the situation. It 
must be borne in mind that the statute is confined to “capital 
stock employed” and all assessments for tax levying purposes 
must be determined on that basis. 

Capital stock may now be defined as capital consisting of 
assets less ordinary liabilities, the net result of which corresponds 
to issued capital stock, surplus profits and premiums on sales of 
stock or to issued capital stock less working deficit and discounts 
on sales of stock. The book value of the stockholders’ interest 
or in other words the gross value of the capital stock employed 
should be clearly demonstrated in the report. Section 193 of 
the statute provides that, where corporations are not paying divi- 
dends or paying dividends less than six per centum, the capital 
stock must be appraised at its actual value. In the latter case 
this “actual value” may not be the book value of the stockholders’ 
interest, for the form of oath prescribed by the comptroller re- 
quires that the appraised value of the capital stock be not less 
than the average price at which it sold. 

The enactment further provides that: 


The measure of the amount of capital stock employed in this state 
shall be such a portion of the issued capital stock as the gross assets 
employed in any business within this state bear to the gross assets 
wherever employed in business. For purposes of taxation, the capital 
of a corporation invested in the stock of another corporation shall be 
deemed to be assets located where the physical property represented by 
such stock is located. 


The method of determining the value of the capital stock 
employed within the state is to find the total amount of assets 
located in New York state and deduct therefrom such proportion 
of the total liabilities as the ratio of assets within the state bears 
to the total assets. If unaffected by average selling price of the 
stock, the above method of computing the assessment will, allow- 
ing for slight differences due to percentage calculations, be in 
agreement with the result arrived at by the comptroller whose 
method is fully demonstrated in the statement of condition on 
page 345. The report does not require that the liabilities be dis- 
tinguished between New York state and otherwise and in so far 
as it may be prepared on the basis of a funded indebtedness of 
issued capital stock only, no exception can be taken to the system 


339 


The Journal of Accountancy 


of apportionment as above described for there is no feasible 
method in existence, if a company’s operations are extensive, of 
ascertaining the precise distinction indicated. A court decision 
nevertheless held that a foreign corporation could only deduct 
from the capital employed within the state the amount of its in- 
debtedness within the state, and from this it is fair to assume 
that the decision is equally applicable to a domestic corporation. 
Where a company’s report has been prepared on the basis of 
issued capital stock and other funded indebtedness, the system 
of apportionment of the total liabilities to the total of assets 
located in the state becomes a different matter, unless the assets 
corresponding to other than the issued capital stock and its ac- 
companying liabilities are listed in the column of assets located 
within the state. 

For instance, if a company has a bond issue represented by 
property without New York state, or a mortgage of the same 
nature, and the property value of such is listed among the assets 
located without the state, the method of apportioning the total 
liabilities to determine the assessment will entirely destroy the 
theory of “capital stock employed.” Even if the assets are 
actually located without the state it is incorrect to list them as 
such so long as the present system of apportionment prevails, 
as otherwise the state of New York is placed at a disadvantage, 
except in cases where the assessment is based on an average sell- 
ing price of the stock greater than the value of the genuine 
capital stock employed in the state. 

In the case of capital invested in the stock of other corpora- 
tions this is an important feature of the tax law. It is properly 
taxable in a measure as it could be exchanged for other assets 
and even if the issuing corporation accounts for it wholly as 
assets within the state yet there is a distinct difference between 
the property of shareholders in their shares and that of the cor- 
poration in its capital stock. But note the use of the term “phy- 
sical.” This can only designate tangible property, and yet the 
courts have decided that as the tax is not a property tax, property 
which is exempt from taxation as property such as goodwill, 
patents, patent rights, copyrights, etc. is nevertheless subject to 
the terms of the statute. It is fair to presume therefore that 
the word “physical” should not be accepted in its literal sense. 

The remainder of the statute is devoted to tax rates and the 
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modes of determining assessments. The tax rates are dependent 
upon the business prosperity of the company making the return 
shown by the action of directors in declaring and paying divi- 
dends. The following table will give a clear idea as to the rates 
imposed under different conditions and the bases of computation. 


Value of capital 


Condition Rate per $1,000 stock employed within 
state 
1. No dividend declared $.75 Actual over or under par aver- 
age selling price no factor 
be adjust- 
to average 
2. Dividends declared $ .75 Actual under par) ©) : 
less than 6% per ann. $1.50 Actual over par — B 
er 
3. Dividends declared of 6% 1.50 6% div. Actual to be adjusted to par 
or over per ann. 1.75 7% div. — average selling price 
no factor 


It has been noted that the form of oath requires that the 
capital stock be appraised “at not less than the average price at 
which it sold, etc.” This is inconvenient for non-dividend-paying 
corporations if the average selling price is greater than the actual 
value per share as the assessment in such cases is not affected by 
market conditions of the stock. Corporations paying 6% or 
over in dividends per annum need not appraise their capital stock 
as the exemption is permitted under section 193 of the statute. 
As many corporations paying dividends less than 6% per annum 
are required to appraise their capital stock at an amount greater 
than the actual value, it would seem equitable that those paying 
6% or over should be required also to make their official ap- 
praisals on the basis of par value. 

Summing up the situation, it appears the assessment must be 
on one of the following bases before the tax may be levied: (a) 
Actual value of capital stock employed within the state; 
(b) actual value increased to average selling price; (c) actual 
value adjusted to par value. 

According to the latest amendment, in order to determine 
the annual rate of dividends for taxation purposes, the total 
amount of dividends which have been paid during the year must 
be divided by the amount of assets of the corporation during the 
first day of such year. Such a process sets aside the question 
of dividends officially declared within the year and therefore it is 
quite possible that a company may have declared a dividend 
within the year and yet come under the class of non-dividend- 
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paying corporations as no dividend was actually paid out of 
surplus during the year. A reasonable definition of the word 
“paid” also can only mean “declared payable within the year.” 
Though it is essential that some system be in vogue to determine 
whether a company is declaring dividends under or over 6% 
per annum, it cannot be said that the use of the gross amount of 
assets as the divisor is reasonable, though it would always seem 
to operate in favor of the corporation. In the writer’s opinion 
the total amount of dividends officially paid within the year should 
be divided by the amount of issued capital stock at par on the 
first day of such year. Before leaving the question of dividends 
it should be noted that a stock dividend has been held within the 
meaning of the act unless the records show that it did not con- 
stitute profit. 

The reader is now informed as to the general provisions of 
the statute, and the form of the report designed by the comptroller 
will now be mentioned. A section of the report embodies ques- 
tions irrelevant to the financial condition of the company making 
the return, and as they should offer no difficulty to the person 
responsible for the preparation of same they will not be treated 
in this article. The questions regarding dividends declared also 
will be passed over as it has been shown that the necessary in- 
formation should concern dividends paid only. The following 
questions, which have been arranged in more definite form, re- 
quire certain explanations before proceeding to the main section, 
and it should be stated that the text has been changed slightly 
and superfluous wording eliminated. 


I (6. 7. 9. 10) Capital stock issued viz. : 
Common stock...... shares of par value of $....each 
Preferred stock..... shares of par value of $....each 
For goodwill, copyrights, brands, pa- 
tents, trademarks, formulae, services 
etc. other than cash or property ...... 
Total as above ......... 
II (8) Amount paid into treasury on each share of stock Botan 
III (33. 34) Bona-fide prices at which stock sold, viz: 
Highest Lowest 


$ 
Average selling price $ $ 


IV (35) Percentage of capital stock employed in state of 
New York in manufacturing and in the sale of the 
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The answer to question No. 1 should reflect the actual position 
as of October 31st and not the average during the year ended 
that date. If the issue of the stock has varied throughout the 
year either by consideration or acquisition by company for treas- 
ury purposes, the total may not agree with the amount of capital 
stock issued on which dividends have been based. This report 
taken in conjunction with the previous year’s report will show 
what increase in the issue has taken place during the year. The 
nature of the answer to the next question is a trifle doubtful but 
if no premiums or discounts have been created due to stock sales, 
the term “full paid” would probably meet the case or otherwise 
an answer may be expressed in dollars and cents stating the 
company’s net average sale price of each class of stock. Question 
3 may have a direct influence on corporations paying dividends 
of less than six per cent per annum. 


The point may well be raised here as to the propriety of in- 
creasing the assessment according to the public opinion of the 
value of the stock evidenced by transactions on the stock ex- 
change or curb market, for no one will contend that a corpora- 
tion should suffer for the erratic views of its speculators, nor 
can it be held that the selling prices of the stock are any indica- 
tion of a company’s prosperity. Aside from this, however, the 
method of estimating the average on the highest and lowest sale 
prices is only justified by its simplicity, for the genuine average 
can only be found by the aggregate of the total sales prices and 
should a company evince any desire to arrive at a result by the 
latter laborious process, there is nothing in the statute to prevent 
it. 

The last question has reference to that section of the act 
exempting certain corporations from the tax, viz: “manufac- 
turing corporations to the extent only of the capital actually 
employed in this state in manufacturing and in the sale of the 
product of such manufacturing.” Manufacturing corporations 
are specially taxed in a number of states and in a few it is pro- 
vided that they shall pay an ad valorem tax upon the average 
value of raw materials as part of their property. The exemption 
only applies to corporations entirely engaged in manufacturing, 
and only then if it can be shown that at least 40% of the issued 
capital stock is invested in property in the state and used by it 
in its manufacturing business in the state. 
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To refer now to the main section of the report—it has been 
mentioned that the gross value of the capital stock employed 
should be clearly demonstrated, but in addition to this it is well 
to show further its division as between New York state and 
otherwise, in accordance with section 192 of the act and for con- 
venience these results will be expressed in the “statement of con- 
dition,” previously mentioned. 

This, as now to be presented to the reader, is drawn up on the 
basis of monthly averages using the last day of each month in 
the computation. If the issued capital stock has varied through- 
out the year the necessity of determining average results is 
specially apparent, but in any case the monthly surplus or deficit 
must vary and also the specific asset distribution between New 
York state and otherwise. But if a condition were possible 
where the issued capital stock and the surplus or deficit did not 
vary during the entire year the gross capital stock employed 
would be similar to a balance sheet dated October 31st without 
the implication that the allocation of the assets would be of the 
same date. The appraised value of the issued capital stock with- 
out modification as to stock selling prices should properly be in 
agreement with at least twelve monthly balance sheets with the 
necessary provision in each for the allocation of the assets, the 
individual asset and liability totals of which have been averaged 
and agreed in total to a cent. There cannot be any truer method 
of finding “capital stock employed” in gross and within the 
state. The comptroller’s form uses the word “monthly” only 
in connection with the bank balance but whatever is implied by 
the distinction, the simplest way is to use the figures of the 
balance sheet section of up-to-date monthly trial balances. It 
it regrettable that no decision has been rendered as to the mean- 
ing of the word “average” in accordance with the provision of 
the act. The statement shown below with the exception of the 
order of the assets and liabilities has also been subjected to a 
rearrangement more in keeping with accounting practice, while 
the text is practically similar to the comptroller’s form. Imag- 
inary figures are incorporated that the assessment on the basis 
of par value or average selling price principally may be easily 
understood. 
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STATEMENT OF CONDITION 
ON THE BASIS OF MONTHLY AVERAGES 
FOR YEAR ENDED OCTOBER 31, IQI.. 
Assets 


In state of Outside state 
New York of New York Total 
I (19.26) Stock-in-trade carried ...$ 48,210.00 $ 18,240.00 $ 66,450.00 
II (20.27) Bank balance employed .. 23,625.00 38,479.00 62,104.00 
III (21.28) Bills and accounts receiv- 


corporations doing business .... 12,000.00 15,000.00 27,000.00 
V (23.30) Personal property including 

bonds, loans on call and other 

financial securities other than 

heretofore mentioned employed 361,733.00 546,059.00 907,792.00 
VI (24.31) Gross value of real estate 

owned and located ........... 15,750.00 10,149.00 25,809.00 


$510,532.00 $655,549.00 $1,166,081.00 


Liabilities 

Bonds unsecured by mortgage ......... $100,000.00 
Gross capital stock employed viz: 10,000 shares at $102.56 

per share 

Shares 


4378 In state of New York 
$510,532.00 + $1,166,081.00 x 
1,025,558.00 = 448,980.29 
5622 Outside state of New York 576,568.71 1,025,558.00 


10000 


$1,166,081 .00 


In the example cited, the corporation making the return is 
presumed to have an average issued capital stock of $1,000,000 
divided into 10,000 shares of the par value of $100 each with 
an average surplus of $25,558.00. Unless the surplus has been 
reduced by a cash or stock dividend declared payable within 
the year, the assessment will be $448,989 with a tax rate of 75 
cents per $1,000 giving a tax of $336.74. If the annual dividend 
rate to be determined as provided amounted to less than 6% 
per annum and the net result of average surplus and deficit 
equalled a deficit, the gross capital stock employed would show 
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a valuation per share below par and if such valuation were not 
below the average selling price the tax would be similar to the 
above. If again the valuation per share amounted to $98.00 and 
the average selling price were $101.00, the tax would be the 
same but computed on a greater amount of capital stock em- 
ployed within the state than shown by the statement. As the 
example shows a condition where a surplus exists, the assess- 
ment can only vary if the dividend rate is less than 6% per 
annum with an average selling price above $102.56 per share 
or if the dividend rate is 6% or over per annum. In the former 
case if the average selling price is $103.00 the assessment will be 
$450,934 which at $1.50 per $1,000 results in a tax of $676.40 
and in the latter case the assessment will be $437,800; and if the 
dividend rate is say 6.27% it is fair to presume that the tax 
rate will be $1.5675 per $1,000, equal to a tax of $686.24. 

The proper method to pursue in incorporating the figures 
is to fill out the total asset column first and then the liability 
column to determine the value of the capital stock as the re- 
maining balance, and finally to distribute the assets between New 
York state and otherwise. Before attempting to explain the 
allocation in accordance with the asset classification shown on the 
statement, it should be stated that before the tax is applicable it 
must be shown that the capital stock has been actively employed, 
but if even for a portion of the time only, the terms of the 
statute will apply. It has been held also that a corporation may 
only be assessed proportionately for the time it has been in busi- 
ness. The question of surplus earnings is an important one. 
Capital employed should be distinguished from surplus invested 
but in the absence of evidence that it is surplus, it will be re- 
garded as capital. If it can be clearly established for instance that 
there was a surplus investment in real estate within the state 
and not used for business purposes it will not be regarded as 
capital employed within the state. Again the court decided that 
stocks and bonds purchased by a domestic corporation with its 
surplus which it might have distributed as dividends were not 
taxable. It must not be inferred from this, however, that re- 
serve and other appropriations from surplus for other purposes 
than the payment of dividends should be entirely employed in the 
reduction of the value of assets located within the state. The 
court further decided in a certain case that the surplus earnings 
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of a foreign corporation were not taxable as capital employed 
within the state. But what corresponding assets are to be set 
aside so that they will not be included in the assessment? As 
capital includes surplus earnings it would seem, nevertheless, 
that, provided it can be established that the foreign corpora- 
tion is doing business and employing capital stock within the 
state, such corporation would not be entitled to a reduction from 
the assessment for all of its surplus or such as proportionately 
applies to New York state, for the effect would be, eliminating 
average selling price valuation, a value per share within the 
state never over par. A superficial glance at the statement re- 
veals the fact that a company’s assets and liabilities must be 
confined to certain specific questions. All deferred charges and 
credits, reserves, etc. are properly eliminated and applied where 
they would naturally belong. Personal property is expressed in 
questions I to V and real property in question VI, and this 
absorbs every asset. The total of the liabilities represents an in- 
debtedness to be liquidated in some form or other. Question V 
includes all other personal property or every other remaining 
asset not covered in the other question. In preparing the state- 
ment it should be remembered that “value” is intended and 
where reserve deductions have been made from the book value 
of any of the assets, the company should be able to substantiate 
them as being reasonable and in accordance with established 
usage. An attempt will now be made to show what are assets 
located in the state within the meaning of the act. 


I. Stock-in-trade: 

Covers the inventory of all merchandise actually located in the state 
from time to time, with the exception of consigned goods. A corpora- 
tion would be entitled to use the average market or cost prices of goods in 
determining the total value, whichever is lower. In the former case if 
lower than cost the difference might properly be construed as a reserve 
for depreciation in value. 


II. Bank balance: 

This does not mean the monthly bank balances on hand in banks 
situated within New York state, unless the business is wholly within 
the state, and all the capital stock is employed in the state; and even in 
such cases if the company’s bankers are located outside the state the 
balances are actually employed within the state. The allocation should 
not be difficult if it is borne in mind that the balance employed in the 
state should be such an amount as is sufficient to maintain and properly 
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to conduct the entire business done in the state. But if the amount em- 
ployed is greater than necessary a deduction would not be in order. 


III. Bills and accounts receivable: 

Bills receivable on account of business done outside of the state with 
parties outside the state do not constitute capital within the state. This 
decision is equally applicable to accounts receivable, but it is not in- 
tended here that consideration must be given to the question whether 
the debtors are doing business within the state or not, for such is im- 
possible. If the domicile of the debtors is without the state, and the 
assets are clearly the result of the company’s operations within the state, 
the tax will be imposed. The debtor balances accruing from transactions 
within the state should be determined and accordingly included in the 
basis of computation. 


IV. Shares of stocks of other corporations: 

This has been mentioned previously. To distribute the value of this 
stock between New York state and otherwise, it must be determined if 
the business of the issuing corporation is wholly without the state or not. 
If partly within the state, the stock must be shown under assets within 
the state. Stock, however, acquired by a domestic corporation in exchange 
for patent rights constitutes capital within the state if the issuing corpora- 
tion is domestic, or capital without the state if the issuing corporation 
is foreign. 


V. Personal property, including bonds, etc.: 

It is quite out of the question to treat this subject as broadly as it 
might warrant, but all court decisions bearing on the items of property 
comprehended will be mentioned. Money invested in securities entirely 
distinct from business transacted by the corporation is not capital em- 
ployed within the state, but money invested in stocks and bonds of a 
kindred corporation or of some corporation whose business would add 
profit to the investing corporation is capital of the investing corporation 
within the state. Bonds of a foreign corporation acquired by a domestic 
corporation in exchange for patents constitute capital within the state. 
Rolling stock of a railroad is capital within the state except what is used 
exclusively without the state, and again it has been held that steamboats 
plying between Buffalo and other ports on the Great Lakes do not 
constitute capital within the state. Apparently no hard and fast rule may 
be applied and the circumstances of each individual case must be con- 
sidered separately. 

Of special importance is the question of goodwill and other intangible 
assets. It has been claimed that goodwill cannot be part of the capital 
within the state, but this seems to depend on whether it is carrie} on the 
books for value or not. If there is a value it is taxable in so far as it 
is connected with business within the state. Goodwill is inherent in a 
business and exists where it is carried on, yet many reasons might be 
advanced in favor of an allocation of goodwill which would prove of 
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advantage to the corporation making the return. Patents and patent 
rights owned by a domestic corporation constitute capital within the state; 
probably it would not be so if the corporation were foreign. Copyrights 
owned by a foreign corporation are not capital within the state; but the 
case would apparently be different if the company were domestic. Again, 
value of trade-marks may be the subject of taxation. 


VI. Gross value of real estate: 

Money invested by a domestic corporation in real estate has been held 
not to be capital within the state. This decision is at least conflicting, 
for in such circumstances a domestic corporation would be entitled to 
state the value of the realty under assets without the state, wherever the 
property might be situated. If the realty is in the state it is the writer’s 
opinion that the answer to the comptroller’s question should state the 
real condition. Although it is not the usual practice to appreciate value 
of realty, it does not follow that depreciated values of realty may not be 
adopted in incorporating the figures; but a good reason should be ad- 
vanced for doing so. Any temporary fluctuation in value is insufficient 
to warrant a reduction from the gross book value. There are many con- 
ditions, however, where property may have depreciated permanently for 
cause. 


The reader has no doubt come to the conclusion that to ascer- 
tain the amount of capital stock employed in a state when a 
company’s operations extend beyond that state is rather a com- 
plex matter, and the writer is not disposed to dispute the point. 
It is to be hoped, however, that the foregoing will furnish those 
interested with a clearer conception of the intentions of the 
legislature when the law went into effect for it is absurd to sug- 
gest that, even with a full transcript of the statute supple- 
mented by the comptroller’s form, the subject is one simple of 
elucidation. Taxation of “capital stock employed” is also in 
vogue in Pennsylvania and Massachusetts, but in New Jersey 
the tax rate is graded according to the issue of the stock—a plan 
to be commended for simplicity, though it has this disadvan- 
tage: that the measure of a company’s prosperity is not a con- 
trolling factor. It would, nevertheless, be possible to obviate 
the disadvantage by imposing a tax according to the total issue 
of stock supplemented by a sworn certification of the estimated 
profit or loss. 
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Apportionment of Profits of Building and Loan 
Associations 


By Gerorce G. Scort, C.P.A. 


It may be well to preface this article with the statement that 
the primary object of a building and loan association is to render 
financial assistance in the process of providing homes for its 
members or shareholders, and to offer to such as do not de- 
sire assistance in the purchase of homes a co-operative institu- 
tion for the investment of weekly or monthly savings. The 
lending of the receipts is confined to the members or share- 
holders and is repaid by the process of crediting to the subscrip- 
tion the weekly or monthly instalments and its net profits, until 
the dues paid in and the profits earned aggregate the amount of 
subscription, or par value of the share. 

It is a custom, chiefly for accounting purposes, to issue stock 
at regular or stated periods, and each periodical issue of stock 
is called a “series” and the plan the “serial plan.” The net 
profit of the association is derived chiefly from interest paid by 
shareholders on the loans made them, and when the stock matures 
by the process of the coming together of the dues paid in and 
the profits, instead of issuing the stock as fully paid to the share- 
holder, the member, if not a borrower, is paid the amount repre- 
senting the subscription in cash, and in case of a borrower the 
debt representing the loan is cancelled; in both cases he ceases 
to be a member or shareholder. 

It is clearly seen that the apportionment of profits must 
necessarily be subject to the co-operating functions, and in a 
manner to preserve the mutuality of participation, computed upon 
an equated basis of instalments of shares of different ages and 
of different values. The accounting method of apportionment 
in the process of determining the book value of the shares is 
more or less a complicated problem that is not generally under- 
stood. 


MUTUALITY OF PARTICIPATION 


Mutuality of participation in the net profits earned upon a 
partnership basis means that each share or series shall participate 
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in the entire net profits of the association upon an equated basis 
of the instalments, that will require the same length of time to 
mature each and every share or series, earning profits at the 
same participating capital percentage rate. 

There are three prominent factors concerned in the account- 
ing process of apportioning net profits, viz.: Participating capital, 
net profits, and capital percentage. One of these factors, net 
profits, is shown by the books, the capital percentage is found 
by dividing the amount of net profits by the amount of participat- 
ing capital and it is therefore seen that only one of the factors, 
the participating capital, may present some difficulty in obtaining. 


PARTICIPATING CAPITAL 


Participating capital may be defined as follows: The parti- 
cipating capital of the payments of a share is an amount that 
equals such sum, which if paid to the association at the beginning 
of the year, will earn during the year, the same amount of profits 
as would be earned by the share instalments, computed at the 
same percentage rate. 

For example, an association is selling its shares of the par 
value of $100 on instalments of $1 per month. It is maturing 
its shares with 82 payments, or earning $18 with 82 payments or 
in 82 months. What amount would be required to earn $18 in 
one year at the same percentage rate as is being earned by the 
instalments? In other words, what is the participating capital 
of a share 82 months old, payments $1 a month? It is found by 
the following rule: 


Multiply the number of payments by one half of the number, add the 
multiplier to the product, and divide the sum by 12 if payments are $1 
per month, divide by 24 if payments are 50 cents per month, divide by 6 
if payments are $2 per month, divide by 208 if payments are 25 cents per 
week. 


Example: What is the participating capital of a share 82 months old, 
payments $1 per month? 

Solution: Multiply the number of payments (82) by one half of the 
number (41) the product is 3362; add the multiplier (41) and the sum is 
3403; and divide by 12 because the payments are $1 per month; the 
quotient is 283.58 or $283.58. The sum of $283.58 will earn the same 
amount of profits in one year as the entire 82 payments earned, computed 
at same percentage. 
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If the earnings were $18, the percentage would be found by dividing 
$18 by $283.58 which is (dropping further decimals) .0634. 


Example: What are the profits of a share four years old in an associa- 
tion maturing its shares with 82 monthly payments of $1? 

Solution: The participating capital is found by the foregoing rule as 
follows: A share four years old represents 48 payments when dues are 
$1 per month. Multiply 48 by one half of the number (24) the product 
is 1152, add the multiplier (24) and the sum is 1176, divide by 12 and the 
quotient is 98 or $98. If the association is maturing its shares with 82 
payments of $1 per month, it is earning a percentage rate of .0634, there- 
fore the profits of this share would be $08 multiplied by .0634 which is 


$6.21. 
The book value is found by adding the profits ($6.21) to the dues 


paid in, which in this example are $48, making $54.21 the book value. 


The success of obtaining a large membership frequently de- 
pends upon the ability of the association promptly to make the 
loans applied for by its members, and the tendency is especially 
to encourage non-borrowers to join; in many cases, inducements 
are offered for this class of shareholders. Paid up stock is sold 
for cash at a discount, or dividend bearing paid up stock is sold. 
An association selling paid up stock or dividend bearing paid up 
stock may be confronted with some difficulty in apportioning 
profits, if profits are to be distributed upon a basis of preserving 
the mutuality of participation. 


If the association desires to sell a paid up stock by allowing a 
discount that equals the estimated profits it will earn, the amount 
required is found by the following rule: 


Multiply the capital percentage by the age (in years) it requires to 
mature a share, add to the product $1.00, and divide the par value of the 
share by this sum. 


Example: What amount paid in as an advance payment will mature 
a share of stock par value $100 in 82 months, monthly instalments of $1. 
(This being the time required to mature a share.) 

Solution: If the association is maturing its shares in 82 months with 
$1 per month, it is earning a rate of .0634. Multiply the percentage 
(.0634) by the age in years it is required to mature the share (6-5/6) the 
product is .4332, add $1.00, the sum is $1.4332, which represents one dollar 
and its earnings for 6-5/6 years. If $1 would amount to $1.4332 in 
6-5/6 years, it would take as many dollars to amount to $100 in 6-5/6 
years, as $1.4332 is contained into $100, which is $69.77. 


In case an association desires to sell dividend bearing stock, 
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that is, paid up stock, at a certain paid up cash price and pay 
dividends on same, the remainder of profits to be credited to the 
prepayment, and desires to know when this class of stock matures, 
it is found by the following rule: 


Deduct from the capital percentage, the percentage to be paid out as 
a cash dividend, multiply the remainder by the amount of the advance 
payment, and divide the amount necessary to mature by this product. 


Example: When will a share of stock of the par value of $100 sold at 
$00 cash mature when cash dividends of 5% on the $90 are paid annually, 
and the association is maturing its shares with 82 monthly payments of 
$1.00? 

Solution: If the association is maturing its shares with 82 monthly 
payments of $1,00 it is earning a percentage rate of .0634. Deduct the 
dividend (.05) and the remainder of .0134 represents the percentage of 
profits to be credited to the share each year. The amount is found by 
multiplying the $90 by the percentage .0134 which is $1.206. It requires 
a total profit of $10.00 to mature the share; therefore it will require as 
many years to mature the share as $1.206 is contained into $10 which 
is 8.291 years. 


The participating capital method of distribution is practical 
and admits of the establishment of a number of rules adapted for 
accounting purposes, not practicable by any other method. 

There are several other methods of distribution used, which 
may be supported by authorities, for determining the book value 
of the share, among which can be mentioned, the “compound in- 
terest method,” “average age method,” “half of the age method,” 
“power method,” and “arbitrary method.” 


COMPOUND INTEREST METHOD 


The “compound interest method” is used by many associations, 
and the method is supported by such authorities as Mr. Mont- 
gomery in his Auditing Theory and Practice as well as other 
well-known accountants. 

This method is based upon the theory that the book value of 
the share, representing both the dues and profits, is its participat- 
ing capital, instead of the theory that is used in some other 
methods, based upon a participating capital representing the in- 
stalments only. The advocacy of this theory admittedly denies 
the right of partnership in the distribution of all the profits and 
recognizes a partial individualization of the shares or series in 
the process of apportionment. 
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Advocates of this theory recognize the earnings as interest, 
and not profits ; also they appear to overlook some of the factors 
underlying the principle, upon which the business of a building 
and loan association is based. 

Building and loan associations that are co-operative in their 
functions and that preserve mutuality in participation in profits 
and losses, cannot divide their earnings until a series or share 
matures, and the accounting process used in determining the book 
value of a share before it has matured is not a distribution of 
its profits. The process cannot be correct, unless it preserves 
the mutuality that should distinguish the apportionment at the 
time a series or share matures. 

The advocates of this theory in the exemplification of its 
practicability have never agreed at what period the book value 
of the share should be ascertained, in order to maintain the 
adequacy of distribution. If the dues and the interest on loans 
are paid in weekly, it is clear that profits are being earned on a 
weekly compound basis; if paid in monthly the profits appear to 
be earned on a monthly compound basis, and invariably the per- 
centage of earnings is an uneven or fractional amount, which 
in the application of the theory presents a clerical situation of 
considerable difficulty, which precludes the practicability if not 
the possibility of accurately carrying out the theory in the process 
of distribution. 

If this method of apportionment is equitable because of the 
ease in identifying a certain amount of earnings as theoretically 
belonging to a certain series or share and excluding certain series 
or shares from participating, it is equally just to accord to the 
young series or share the right to claim the entire income from its 
admission fees and forfeitures and exclude the old series or 
shares in the process of distribution. 

The fallacy of the theory of this method is not better illus- 
trated than by the fact that the oldest series or share is matured 
in advance of any other series or share, earning at the same rate 
of profits, which destroys the principle of co-operation and part- 
nership relationship of one series with another. 


POWER METHOD 


The “power method” of distributing profits, used extensively 
and recommended by prominent authorities, when analyzed is 
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found to produce incorrect results. It is based upon the principle 
that one-half of the age of the share represents the average time 
of investment. The half of the age of a share is not the average 
age of the investment or the correct earning power. 

One-half of the age of a share twelve months old is six 
months, but it does not mean that earnings of the payments of 
the first six months were the same as the earnings of the last six 
months’ dues, computed at same rate. In other words the half 
of the age of the share is not the average age of the share. 

The “power method” can be satisfactorily used only with the 
serial plan, and the series must be issued regularly and the ap- 
portionment made at a favorable time in order to lighten the 
clerical work incidental thereto. 

The powers are obtained by taking a share of the youngest 
series which is six months old, as representing power one; a share 
of the second series twelve months old being twice as old and 
twice as much paid in, the power would be twice two which is 
four; the third series being eighteen months old, its shares being 
three times as cld as the first share named and three times as 
much paid in, its power would be three times three which is nine 
and so on until the powers were found of a share of each series. 
It is seen that the equation is based upon the age of the share 
instead of its average age, or average time of investment and 
is therefore incorrect to this extent. 

The powers of the series are obtained by multiplying the 
number of shares of a series by the share power of the series, 
and the total undivided profits are divided by the sum of the 
powers of the different series to obtain the computation percent- 
age by which the share power is multiplied in order to obtain the 
profits for the share. 

This process or method can be used in various ways in com- 
puting the apportionment, the results being the same and all 
incorrect. 


AVERAGE AGE METHOD 


The average age method or average time of investment 
method, is practically the same process as the “participating 
capital” method herein exemplified. 


The results obtained are the same. The rule is as follows: 
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Add one to the total payments, divide the sum by two, multiply the 
quotient by the total amount of dues paid in, and divide the product by 
12 if the payments are $1.00 per month, if payments are $2.00 per month 
divide by 6, if payments are 50 cents per month divide by 24, if payments 
are 25 cents per week divide by 208. o 


Example: What is the participating capital of a share two years old in 
an association, dues $1 per month? 

Solution: The share two years old represents 24 monthly payments. 
Add one to the number of payments (24) the sum is 25, divide by 2 and 
the quotient is the average age of the share’s payments, which is 12%, 
multiplied by the total dues paid in (24) the product is 300 or $300, which 
represents the equation of the payments; that is $300 would earn in one 
month the same as would be earned by the 24 payments at the same rate. 
Divide the $300 by the number of months in a year (12) and the quotient 
is $25, that is the sum of $25 will earn in one year the same amount of 
profits as would be earned by the total 24 payments, computed at same 
rate. 


It will be noted that a system or plan for the extension of 
rural credits is becoming a question of national interest, and the 
most practical suggestion presented so far has been in line with 
the principle that characterizes the business of the building and 
loan association. 

There are a great many associations considering the ad- 
visability of instituting a special series for the farmer, which will 
enable him to subscribe for stock or become a member, with the 
instalments to be due and payable at the most suitable periods to 
suit the conditions and ability of the farming classes of the 
community. The instalments would have to be payable at cer- 
tain intervals, entirely different from the weekly or monthly plan, 
and the question of apportioning the profits to preserve the 
mutuality in such a case appears to create a difficulty in 
properly distributing the profits not heretofore experienced. 


If an association selling its stock, par value $100, for pay- 
ments of $1.00 per month and maturing it with 82 payments, 
desires to open a series for the farming classes with payments 
$3.00 on May Ist, $3.00 on Oct. Ist, $3.00 on Nov. 1st and $3.00 
on Dec. Ist, of each year, what would be the book value of a 
share at the expiration of six years? 

The participating capital must be found for the entire pay- 
ments, by first finding the participating capital of the payments 
in one year, which is $3.50; that is, the sum of $3.50 would earn 
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in one year the same amount as would be earned by the four 
payments, computed at the same rate. The participating capital 
of the initial payments for the six years would be six times $3.50 
which is $21.00. That leaves the sum of $12, payment, to earn 
profit for five years, which is equal to $180.00 for one year, or 
the participating capital of the $12 would be $180.00, this added 
to the $21.00 makes $210.00 the participating capital for the 
share. If the association is maturing with 82 monthly payments 
of $1 it is earning a percentage rate of .0634, and the profits of 
the share would be found by multiplying the participating capital 
($210) by the percentage (.0634) which is $12.74 and this 
added to the total dues paid in (72) would make the book value 
of the share $84.74. 


ARBITRARY METHOD 


It is not uncommon to find associations using some form of 
an arbitrary method or basis for the distribution of profits. In 
such cases the association assumes that its earnings justify the 
distribution of profits upon a basis of 6% compounded or 5% 
compounded, and apportions profits upon this basis. In other 
cases certain values are adopted as representing the value of 
a share at a certain date. If any undivided earnings are left they 
are credited to surplus account. 

The question may arise as to the ownership in case of a 
credit in the surplus account representing an amount set aside or 
unapportioned, or who is responsible in case of a deficit. 

If the profits are distributed by methods which will leave 
any material amount undivided, it may be a question whether or 
not the association is not subject to the income tax laws. The 
mutuality of participation may be seriously affected by an arbi- 
trary process of apportioning the profits. 
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Depreciation Reserves vs. Depreciation Funds 


By Eart A. Saurers, Pu.D. 
Instructor in Accountancy, Lehigh University 


The subject of reserves and funds occasions much misunder- 
standing. An examination of present day practice shows no 
unanimity of opinion upon the use of these two wof Not 
only are they employed loosely, but Ge. 


writers have shown their true meaning, but in practice’ little 
uniformity exists. A variety of conditions makes the employ- 
4 ment of reserves beneficial; likewise funds. But debts, contin- 
“g gencies, accommodation paper, bonded indebtedness, depreciation, 


etc. admit of their useful application. 

The manipulation of depreciation on the books is quite apart 
from the study of the principles that govern its amount and the 
method of determining it. Depreciation charges are adjustments 
—made at the end of a period to remedy discrepancies between 
book accounts and the things whose values they indicate. Such 
discrepancies are sometimes in approximate proportion to time 
expired; but again they bear no relation to time. An instance 
of the former is depreciation of houses from weathering! ; of the 
latter, destruction by wind or fire. Between such extremes are 
other forms of deterioration, the extent of which is more or less 
directly proportionate to time. The amount of the depreciation 
determined, the accounts must indicate it and make provision for 
future replacement costs. 

The nature of the asset usually indicates the manner in which 
it will depreciate, and perhaps suggests the best method of de- 
termining its amount. But this has been touched upon in a former 
article. Let us now consider how to indicate these changes on 
the books and to forestall their effects. 

Two different things should be done, viz.: (a) write down 
book values to actual values?, carrying the amount written off 
to the profit and loss account, and (b) provide funds to replace 


1. Amortization, as applied to bonds, is a perfect example of values varying 
with passage of time. 
2. This, of course, may be done without crediting the asset account, by deduction 
of a “reserve” account from the asset account. 
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the assets when worn out. Failure to distinguish carefully be- 
tween these two procedures leads to much confusion. It is an 
axiom that capital, and therefore assets, must not be impaired, 
or the prosperity and even the existence of an enterprise, cor- 
porate or otherwise, will be endangered. Corporations exist by 
the sanction of the state, and the preservation of their capital is 
obligatory ; otherwise it is voluntary. In any event deterioration 
of the value of ordinary assets is to be deplored. Preservation 
of assets is not accomplished by the omission of the deprecia- 
tion charge. Apparent preservation may be accomplished, but 
evil will result later. 

As noted, funds for future replacements must be provided. 
These should come out of the legitimate income of the business. 
The depreciation reserve indicates the sum that will be necessary 
to make such replacements, prevents its distribution as profits, but 
does not set it apart and label it for that specific purpose. This 
is accomplished by the establishment of a depreciation fund. To 
do this requires an entry distinct from the depreciation charge. 


While the depreciation reserve tends to preserve assets by 
reducing apparent net profits to actual net profits, and so avoids 
distribution of capital as profits, future replacements will have 
to be made out of the general funds of the treasury. But there 
is no guarantee that these will be sufficient, other than the general 
policy of the management. On the other hand, a fund designated 
on the books for a definite object, though not inviolate, does 
possess at least a partial guarantee that it will be so employed. 
To illustrate, corporation X, owning a factory building costing 
$50,000.00, having an estimated lifetime of thirty years, forms 
a depreciation reserve by each year crediting an account entitled 
“reserve for depreciation of factory building” and charging profit 
and loss. In the balance sheet of X this is shown either as a 
liability, thus, 


BALANCE SHEET OF X, AS AT 


Factory building ........ $ 50,000.00 Capital .............. $100,000.00 
Other assets ............ 53,000.00 Reserve for depreciation 

of factory bldg. ...... 1,000.00 

Dividends payable ...... 2,000.00 

$103,000.00 $103,000.00 
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or, preferably, as a deduction from the corresponding asset, thus, 


BALANCE SHEET OF X, AS AT———— 


Factory bldg. .$50,000.00 $100,000.00 
Less: Reserve Dividends payable ...... 2,000.00 
for deprecia- 
1,000.00 $ 49,000.00 


This prevents impingement upon capital, by limitation of dis- 
tributable funds as profits. Had no charge to depreciation been 
made the balance sheet would have been, 


BALANCE SHEET OF X, AS AT———— 


Factory building ....... $100,000.00 
53,000.00 Dividends payable ...... 3,000.00 
$103,000.00 $103,000.00 


and after payment of dividends, 


BALANCE SHEET OF X, AS AT———— 


Factory building ....... $100,000.00 
50,000.00 
$100,000.00 $100,000.00 


leaving assets overvalued by $1,000.00. 

The retention of sufficient funds, by means of the deprecia- 
tion reserve, is the essential step. If these are permitted to 
remain a part of the general funds of the business they are 
naturally reinvested and give rise to no further consideration. 

The problem of interest will not arise. But if we determine 
to earmark such funds and set them apart, further consideration 
is necessary. 

Sinking funds bear a sufficiently close analogy to depreciation 
funds to make their consideration here valuable to illustrate 
principles. Provision is made in trust deeds for the creation 
of sinking funds to liquidate bonded indebtedness, by requiring 
specified amounts to be paid into the hands of a trustee at 
designated intervals. These instalments are permitted to ac- 
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cumulate at compound interest until required to pay the obliga- 
tions, the liquidation of which is the purpose of the fund. 

Funds created for the replacement of buildings, machinery, 
etc., are not, it is true, controlled by contract obligations; con- 
sequently the management retains full power over them. Other- 
wise they do not differ from sinking funds. The same formulas 
that are employed to compute payments to a sinking fund may 
be applied to depreciation funds. Interest may be handled 
differently in the two cases as a matter of policy. If securities 
of other corporations are purchased for the depreciation fund, 
it may be more convenient to mingle the revenue derived there- 
from with the general income of the business, instead of adding 
it to the fund. The reason for this is that sinking fund trustees 
make a specialty of investments and can readily handle interest 
falling due, thus avoiding an excessive unproductive cash balance 
in the trust fund. Industrial corporations cannot look after mat- 
ters of detail not a part of their own business. Therefore income 
from funds in their control can be employed more productively 
in the business, and will more than compensate for larger pay- 
ments to the fund made necessary when interest is not added to it. 

In THE JourNnaL oF Accountancy for April, 1912, the 
writer discussed several formulas for finding the sums that must 
be set aside to accumulate in a given time to a given amount. 
For convenience two of these are reproduced here. If equal in- 
stalments are allowed to accumulate at compound interest, as in 
a sinking fund, then, 4 representing the amount of each instal- 
ment, S the amount to which the fund is to accumulate, r the © 
rate of interest plus 1, and m the number of years to run, then, 


A=S 


Logarithms may be employed to solve this formula if the 
term of years is large, say more than twelve, because of the 
difficulty of raising r to the mth power by multiplication. But 
if interest is not added to the principal, the amount of each in- 
stalment is determined thus, 


Ss 
A=>—_—., 
n 
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S being the sum accumulated after m years by paying equal in- 
stalments, A, into the fund. 

Taking the simpler case first, if a corporation wishes to 
establish a replacement fund for, say, a building costing $25,- 
000.00, with an estimated life of twenty-five years, by applica- 
tion of our formula, we find the amount of each instalment to be 
$1,000.00, thus, 


= 1,000. 
25 


Assuming that each year’s depreciation amounts to $1,000.00, 
this is brought into the books by the following entry: 


To reserve for depreciation of building .......... ree $1,000.00 


Next, having decided to establish a depreciation fund for re- 
placement of the building, and having found a suitable manner 
in which to invest the $1,000.00, the following entry is made: 


Depreciation fund for building ..................0000- $1,000.00 
for investment in, etc. 


The balance will then appear thus, 


BALANCE SHEET OF Y, AS AT———— 


Depreciation fund for 1,000.00 
1,000.00 
$51,000.00 $51,000.00 


or, better still, 


BALANCE SHEET OF Y, AS AT———— 


Building ...... $50,000.00 
Less: Depreciation re- 
1,000.00 
$24,000.00 
25,000.00 
Depreciation fund for 
1,000.00 
$50,000.00 $50,000.00 
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Had no depreciation fund been established the balance sheet 
would have been, 


BALANCE SHEET OF Y, AS AT. 


Less: Reserve for de- 
1,000.00 
$24,000.00 
$50,000.00 $50,000.00 


At the expiration of twenty-five years the depreciation re- 
serve, having grown to the amount of the original building ac- 
count, this account will vanish from the balance sheet, and the 
replacement will be made thus, 


To depreciation fund for building ........ sagan $25,000.00 
For sale of investments in, etc. 


For construction of new building. 


Of course in practice such simplicity is impossible, but the 
principles apply, subject to adjustments for residual values, varia- 
tion from expected lifetime of assets, etc. 

If the sinking fund method of adding interest to principal is 
followed, the computations are a little more complicated. Suppose 
a corporation Y possesses a machine costing $100,000.00, esti- 
mated lifetime ten years. A replacement fund is to be established, 
to accumulate at compound interest, four per cent being the as- 
sumed rate. Each annual instalment is, 


which is transferred to the depreciation fund by the same pro- 
cedure as in the previous case. As interest is received on the in- 
vestments in the depreciation fund it is in turn invested in some 
suitable way, as follows: 


Depreciation fund for machine ...........-.s+2eee0+ 


1.04—I 

A = 100,000 X —_—_——_—- = $8, 329.09 
1.0410 — 1 
To reserve for depreciation 
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A study of twenty-two balance sheets given in recent reports 
of large American corporations shows great lack of uniformity 
in the management of reserves and funds. A fair proportion 
show reserves either as liabilities or as deductions from assets. 
Few indicate special funds, except sinking funds for the redemp- 
tion of bonded indebtedness. The United States Steel Corpora- 
tion balance sheet has an account on the asset side entitled, 
“Sinking and reserve fund assets.” The Philadelphia Rapid 
Transit Company balance sheet shows “Reserve fund for re- 
newals” on the asset side, and on the liability side, of equal 
amount, “Renewal reserve.” The balance sheet of the Third 
Avenue Railway Company has an account on the asset side en- 
titled, “Deposit for depreciation, renewals and contingencies,” 
and on the liability side, “Reserve for depreciation, renewals and 
contingencies.” The Pittsburg Brewing Company has a “Plant 
sinking fund” among the assets. 

Sinking funds receive equally unlike names. The Interna- 
tional Paper Company has “Sinking fund accounts”; the United 
Gas Improvement Company, “Sinking fund securities”; the In- 
terborough Rapid Transit Company, “Sinking fund on 5%, 45- 
year gold mortgage bonds”; and the Bethlehem Steel Corpora- 
tion, “Special funds in hands of trustees for redemption of mort- 
gages.” 

The following companies indicate the depreciation reserve on 
the right side: Philadelphia Rapid Transit Company, Third Ave- 
nue Railway Company, Tennessee Copper Company, Interbor- 
ough Rapid Transit Company, and Bethlehem Steel Corporation. 

Sears, Roebuck & Company and Lehigh Valley Railroad Com- 
pany show the reserve as a deduction from the assets. The 
report of Wells, Fargo & Company as of June 30, 1912, indicates 
“Reserve for accrued depreciation” deducted from property and 
equipment account, whereas the report for the preceding year 
lists it on the liability side—an indication of progress. 

The Utah Copper Company balance sheet shows an account 
on the liability side entitled, “Appropriated surplus—sinking 
fund,” while the balance sheets of Wm. Cramp & Sons, the 
Baldwin Locomotive Works, the International Harvester Com- 
pany, the General Electric Company, the American Tobacco 
Company, and the Amalgamated Copper Company indicate 
neither reserves nor funds of any kind. 
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Depreciation Reserves vs. Depreciation Funds 


These facts indicate a lack of uniformity, justifiable, per- 
haps, to a certain extent. Clearness in the balance sheet is, as 
a rule, aimed at; but in some cases it is difficult to believe that 
such is the intention. The balance sheet ought to reflect, not 
obscure, conditions. The proper tabulation therein of the depre- 
ciation reserves and funds is of much assistance to a sound pre- 
sentation of facts. 
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Accounting System for a Municipal Hospital 
By D. Cart Eccreston, C.P.A. 


When the municipal hospital for tuberculosis was opened 
at Lawrence, Massachusetts, outside accountants were engaged 
to introduce a modern system of accounts and records. The 
peculiar needs of a tuberculosis sanitarium were taken into con- 
sideration, and a system of accounts was devised upon which to 
base the administrative and operative policy. In form, compli- 
ance with the requirements of the bureau of statistics of the 
state of Massachusetts was necessary. 

The hospital was directly under the supervision of the visit- 
ing physicians and the supervising nurse. The various wards 
for men and women were in charge of nurses. The housekeeper 
looked after the sleeping quarters of the nurses and the servants. 
The dietician supervised the preparation of the meals. A laund- 
ress was in charge of the laundry which was operated in connec- 
tion with the sanitarium. An engineer superintended the plant 
supplying light, heat, and power. In the accounting scheme 
adopted the various functions performed by the organization 
were taken into consideration. 

When a case was considered suitable for the hospital, the 
visiting physician or the supervising nurse made out an admission 
card, form 1, which was filed alphabetically in a card tray. The 


Form I 
Name 


Address 

Admitted by 

Send bill for care and supplies to 
Date case admitted 


Date case discharged 


admission cards formed the basis for making charges for care 
and supplies. Those patients who were sent to the sanitarium 
by the board of health and were unable to pay for their own 
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Accounting System for a Municipal Hospital 


care and supplies had their bills paid out of funds for the care 
of dependent sick. The patients who could pay for their main- 
tenance, or had relatives who would pay for them, were not a 
burden upon the city. 

In conformity with an ordinance of the city, goods were 
usually purchased from the lowest bidder, and, if large quantities 
were required, bids were secured and contracts let. The goods 
were inspected when received, and put in the storehouse. The 
vendor’s invoices which were received with goods were approved 
if the goods were found satisfactory. Once a month all the in- 
voices which had been approved were listed and sent to the 
auditor for entry on the monthly draft. 

There were four storerooms maintained at the hospital for 
groceries, meats, drugs, and linen. At the end of each month an 
inventory was taken of the contents of each storeroom, in order 
to furnish the necessary information for making an entry charg- 
ing expense and crediting stores. 

The revenue of the sanitarium was derived from the charges 
made for the care of patients and the sale of supplies to the 
inmates. Using the file of admission cards, form 1, duplicate 
bills were made out monthly for all patients. The original copy 
of the bill was mailed to the person or board assuming responsi- 
bility for payment. The duplicate copy was filed in a loose leaf 
binder, and was used as a posting medium to the accounts re- 
ceivable ledger. The total charges for care and supplies were 
credited to the hospital revenue account on the general ledger. 

The sanitarium was at a distance from the centre of the city, 
and it was frequently inconvenient for debtors to make pay- 
ments directly at the hospital, so the city treasurer accepted money 
on account of the sanitarium. A record of the amounts and of 
the persons paying the same to the city treasurer for the hospital 
was kept and forwarded to the hospital office. Amounts paid to 
the hospital directly were recorded and deposited with the city 
treasurer. All amounts, whether collected at the hospital or by 
the city treasurer, were credited to the proper accounts re- 
ceivable in both the general and the customers’ ledger. 

Frequently the hospital board abated charges made for the 
care of patients. When abatements were allowed, a record was 
set down in the minute book. This record was the basis for mak- 
ing an entry reversing the charge to accounts receivable. 
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Pending the time when the new budget allowance became 
effective, it was the practice to spend one-twelfth of the preceding 
year’s appropriation. When the year’s allowance for the sani- 
tarium was formally approved an entry was made on the books 
of the hospital setting up the appropriation allowed. 

The journal entries required the hospital books for the 
first month appeared as follows* 


JOURNAL Jan. 31, 1912 
— 


Per record of invoices approved and sent to 
the city auditor for payment. 


Adjusting book figures to agree with the in- 
ventory. 


Per record of charges for care and supplies. 
Ce. Accounts receivable 11,500 


Per record of cash received on account of bills 
for care and supplies. 


Per record of abatement in the minute book of 
the hospital board. 


Amount granted for running the hospital for 
the year. 


| 
ara 
aks 
7 
¥ 
3 
| 
| 
| 
| 
68 
3 
| 


Accounting System for a Municipal Hospital 


Cost of plant paid for from bond sale. 
Dr. Revenue ......... ade 12,000 


Surplus ........ 10,000 


Entry closing revenue and expense account for 
the month. 


Net gain for the month transferred to the op- 
propriation account. 


After posting the foregoing entries, a balance sheet and sur- 
plus account taken from the hospital books appeared as follows: 


BALANCE SHEET 


Part I 
Cash in hands of city treas- 
$ 8,000 Surplus ....... $37,000 
Accounts receivable ........ 500 revenue’ for 
Stores inventory ........... 10,000 
25,000 $47,000 
$47,000 $47,000 
Part 2 
Budget allowance .......... $14,000 Appropriation ....... $ 4,000 
Net revenue for 
10,000 
$14,000 
Surplus Account 
$ 2,000 Revenue ....... $12,000 
Surplus for period ......... 10,000 
$12,000 $12,000 
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A gain in operating reduces the amount which must be raised 
by the tax levy to carry on the sanitarium. A loss operates to 
increase budget allowances. If the time comes when the municipal 
hospital reaches a self-paying basis, no appropriation will be re- 
quired to carry on the institution. It is obvious that the applica- 
tion of sound principles of accounting is required in order to 
determine whether a municipal enterprise is self-supporting or 
tax payers must bear a part of the expense for operation and 
maintenance. 
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EDITORIAL 


Railway Audits and the Interstate Commerce 
Commission 


In a recently published report of an important railroad com- 
pany the following paragraph occurs: 


The system of accounts used by your company being that prescribed 
by the Inter-State Commerce Commission and subject in all details to 
its supervision and examination, the certification of the accounts and 
books of the company by certified public accountants has been discon- 
tinued. 


We believe that the idea expressed in the foregoing excerpt 
is almost unique. 

Since the formation of the Interstate Commerce Commission 
and during the entire course of its rapidly increasing control 
and supervision of railway affairs the practice of calling upon 
certified public accountants to conduct independent examina- 
tions of condition has grown steadily and rapidly. When the 
Interstate Commerce Commission was formed there was not, 
so far as can be ascertained, a railroad company in the United 
States which submitted to a regular investigation. Today there 
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are at least seven of the great systems and many smaller roads 
as well which are regularly audited and whose condition is 
certified by independent accountants. 

Accountants recognize fully the value of the work which is 
done by the Interstate Commerce Commission and the great 
assistance in the standardization of railway accounting which 
has been rendered by that commission. It is probably well 
within the mark to say that without the operations of the com- 
mission railway accounting today would be far behind its pres- 
ent condition. The nearest approach to an actual standard 
system of accounting is that which has been laid down by the 
Interstate Commerce Commission for all common carriers engaged 
in interstate business; and yet the feeling of the Interstate Com- 
merce Commission itself is not in accord with the opinion ex- 
pressed by the company from whose report we have given an 
extract. On several occasions the commission has indicated its 
hearty approval of the principle of investigation by certified 
public accountants; and the work of the two branches of ac- 
counting, namely, that conducted by the commission’s examiners 
and that conducted by the public accountants, has in no sense 
overlapped. The two have gone step by step and have been 
mutually beneficial and almost invariably corroborative. 

Nearly every department of the government having the 
supervision of commercial or industrial activity has adopted the 
principle that independent analysis of accounts is one of the 
most vital factors in the development of modern business. We 
have yet to hear of a case in which a government department or 
bureau of a department has suggested that the work of the in- 
dependent investigator could be or should be superseded by that 
of government agents. We are confident that the Interstate 
Commerce Commission has never for a moment entertained the 
idea that the work of its examiners had in any way rendered un- 
necessary the labors of certified public accountants. 

Stockholders of railroad companies certainly will not agree 
with the opinion of the company whose report is quoted. The 
whole tendency of investment today is toward increased publi- 
city and the most searching investigation of every detail of the 
business in which the money is invested. To say that inde- 
pendent investigation is essential to successful finance is so trite 
that it would seem superfluous to make the statement were it 
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Editorial 


not for the fact that such a report as that to which we have re- 
ferred has been published with such evident disbelief in the 
modern business creed. 


A New Department 


Beginning with the current issue of THE JourNAL oF Ac- 
COUNTANCY we publish a special department dealing with the 
income tax law and its administration. 

This department will be conducted by Mr. John B. Niven, 
C.P.A., whose qualifications for the work are well known to 
most of the members of the American Association of Public Ac- 
countants. 

We have peculiar satisfaction in the permission to make this 
announcement at this time, for it is indubitable that the income 
tax law is to have a more far-reaching effect upon public account- 
ants than upon any other profession or business in the country. 
Hundreds of men who have never seen the necessity for a correct 
system of accounting now find themselves compelled to prepare 
statements of income and expenditure ; and the work in nine cases 
out of ten will fall upon the shoulders of the public accountants 
of the several states. The corporation tax law in its administra- 
tion vastly increased the labors of public accountants but the 
work arising from the enactment of that law was far less than 
that which will result from the new income tax act. Accordingly 
anything having a bearing upon the interpretation of the law 
will be of vital interest to every accountant in the country and 
we are confident that in the income tax department of THE 
JourNAL oF ACCOUNTANCY great assistance will be given to ac- 
countants and others. 

We congratulate ourselves and our readers upon the oppor- 
tunity to publish month by month articles dealing with the income 
tax law. 

The editor of the income tax department will not attempt to 
interpret the law in specific cases. The department will include 
comments upon the treasury rulings which will appear from time 
_ to time, together with the full text of such rulings as apply to 
income tax matters. 
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Beginning with January, 1914, another new department will 
appear in THE JouRNAL. This will be a “Students’ Department.” 
Arrangements are practically completed whereby one of the most 
prominent educators in the country will undertake to edit the 
department. 

The plan is to include in the Students’ Department elementary, 
intermediate and advanced work, so that there may be something 
for every student whether he be at the beginning or already on 
the high plane of public practice. A more detailed announcement 
of the department will appear in the December issue of THE 
JouRNAL oF ACCOUNTANCY. 
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Department of Practical Accounting 
ConpucTED By JoHN M.C.S., C.P.A. 
ProsBLEM No. 23 (DEMONSTRATION ) 


A receiver in bankruptcy having been appointed for W. B. 
Tileson, who has been engaged in a trading business, it is de- 
sired to know, approximately, the percentage which unsecured 
creditors will receive on their claims. 

A balance sheet at June 30, 1912, is as follows: 


Assets Liabilities and Capital 
..-$ 25,000.00 | Bond and mtge. on land 
175,000.00 | & blidgs .............. $125,000.00 
Machinery and tools ... 187,500.00 | Int. acc. on B/M ....... 50.00 
15,000.00 | Taxes accrued ......... 1,500.00 
Furniture and fixts. .... 000.00 | Wages accrued ........ 275.00 
Stock-Altair Wheel Co. . 45,000.00 | Accounts payable ....... 175,725. 
N. Y. Central stock—20o Notes payable .......... 200,000.00 

shares at 131-1/8 ..... 26,225.00 | Int. acc. on notes payable 12,000.00 
Merchandise-inventory . 20,000.00 | Reserve for depreciation: 
1,856.00 Machinery and tools .. 45,477.00 
Accounts receivable .... 27,843.00 12,500.00 
Loan-Altair Wheel Co. . 90,000.00 Furniture and fixtures 4,000.00 
Notes receivable ....... 15,000.00 | W. B. Tileson, capital .. 20,000.00 
Accrued int. on notes 

receivable 251.00 
Unexpired insurance .... 300.00 


The following appraisals and estimates of values have been 
made: land, $30,000; buildings, $135,000; machinery and tools, 
$85,000; auto trucks, $2,000; furniture and fixtures, $1,200; 
merchandise-inventory, $12,000; accounts receivable, good, $20,- 
000; uncollectible, $2,616; doubtful, $5,277, but estimated to 
realize, $3,000. Notes receivable and interest are secured by 150 
shares of Louisville and Nashville stock, quoted at 156. The 
cash in hand contains an I. O. U. of W. B. Tileson in the 
amount of $75. Of the New York Central stock, which is 
quoted at 150, 175 shares are pledged to secure notes payable 
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of $20,000, with interest amounting to $1,000. Accounts payable 
to the extent of $5,362 are secured by a chattel mortgage on mer- 
chandise of $3,000. The unexpired insurance figured on the 
short rate basis will yield $85. Tileson’s personal estate consists 
of vacant lots at Ampere, New Jersey, valued at $1,000, and an, 
insurance policy for $5,000, the cash surrender value of which 
is $3,000, while his personal and household debts amount to $450. 
The balance sheet of the Altair Wheel Company shows assets, 
$150,000 ; liabilities, $100,000; capital stock outstanding, $50,000. 
The assets have been appraised at $80,000. 

From the foregoing prepare: 

(a) Statement of affairs as of June 30, 1912. 

(b) Deficiency account. 


SOLUTION TO ProBLEM No. 23 (DEMONSTRATION ) 


In so far as the method is concerned this problem may be 
solved the same as the preceding. The content of the problem 
differs slightly in that no nominal accounts appear in the trial 
balance; nor is there anything in the facts which follow the 
trial balance which calls for the setting up of any nominal ac- 
counts. 

The form of the working sheet remains the same. In general 
it should cause no trouble. In three or four particulars it will 
undoubtedly be found vexatious. For example when one at- 
tempts to supply the figure for estimated realization and liquida- 
tion opposite “stock-Altair Wheel Company” the question of its 
estimated value arises. Reference to the last few lines of the 
paragraph preceding the requirements shows it to be worthless. 
According to the balance sheet of the Altair Wheel Company the 
stock is worth par. When, however, it develops that the assets 
have been appraised at $80,000 the aspect changes entirely. The 
extensive shrinkage in the assets not only wipes out the equity 
of the stockholders but leaves a deficit of $20,000 which must 
be sustained by creditors. Hence it will be seen that the stock 
may not be depended upon to produce anything. In some states 
where stock is assessable for the benefit of creditors or in case 
the stock were not fully paid a further liability on the part of 
Tileson might even attach to such stock ownership. 


The loan made to the Altair Wheel Company is carried on the 
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books at $90,000. If there are only $80,000 worth of assets to 
meet $100,000 worth of obligations it is obvious that, if the 
assets realize as much as is estimated and the liabilities remain 
the same, creditors will be obliged to suffer a loss of 20%. If 
this percentage is applied against the loan on Tileson’s books it 
will be seen that he or the receiver will not realize more than 
$72,000. 

Concerning the I. O. U. of W. B.’Tileson, some slight hesita- 
tion may be experienced. There is nothing said with regard to 
the value of the paper in question. It is not specifically men- 
tioned as being worthless. The inference, taking all the facts 
into consideration, is that it should not be given a value. The 
cash is therefore decreased $75. 

Notes receivable and interest are secured by 150 shares of 
Louisville and Nashville stock quoted at 156. The notes and in- 
terest amount collectively to $15,251. The one hundred and fifty 
shares of stock at one hundred and fifty-six are worth $23,400. 
From these facts it may be concluded that the notes and in- 
terest will bring their face value. The mistake should not 
be made of taking up the stock in the estimated realization 
and liquidation column. It should be remembered that the 
stock in question is not the property of Tileson. It is merely 
deposited with him as security for certain notes. If perchance the 
notes were not paid and he or the receiver were to sell the stock 
at the market price of 156 the amount of the notes and interest, 
namely, $15,251 would be deducted from the proceeds of $23,- 
400 and the balance of $8,149 paid over to the owner of the stock. 

The working sheet, concerning which there will probably be 
no other new questions, follows: 
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WORKING SHEET FOR STATEMENT OF AFFAIRS & 
DEFICIENCY ACCOUNT 


Estimated 
Trial Realization 
DEBITS Balance |@ Liquida- Increases | Decreases 
tion 
$ 25,000.00 |$ 30,000.00 |$ 5,000.00 
«+++ 175,000.00} 135,000.00 $ 40,000.00 
Machinery and tools ...... 187,500.00} &5,000.00 102,500.00 
Furniture & fixtures ....... 8,000.00 1,200.00 6,800.00 
Stock-Altair Wheel Co. ... 45,000.00 -- 45,000.00 
New York Central stock .. 26,225.00} 30,000.00 $5775.00 
Merchandise-inventory 20,000.00} 12,000.00 8,000.00 
752.00 677.00 75.00 
Accounts receivable ....... 27,843.00} 23,000.00 4,843.00 
Loan-Altair Wheel Co. .... 90,000.00} 72,000.00 18,000.00 
Notes receivable .......... 15,000.00} 15,000.00 
Acc. int. on notes rec. ..... 251.00 251.00 
Unexpired insurance ...... 300.00 85.00 215.00 
Teens, ......... $637,727.00 
Lots—Ampere, N. J. ...... 1,000.00! 1,000.00 
Personal insurance policy . 3,000.00} 3,000.00 
Total estimated assets ... $412,069.00 
CREDITS 
Bond & mortgage on land 
and buildings ........... $125,000.00} 125,000.00 
Int. acc. on B/M .......... 6,250.00! 6,250.00 
Taxes aterued ............ 1,500.00} 1,500.00 
Wages accrued ............ 275.00 275.00 
Accounts payable .......... 175,725.00] 175,725.00 
Notes payable ............ 200,000.00] 200.000.00 
Interest acc. on N/P ...... 12,000.00] 12,000.00 
Res. depr.—bldgs. ........ 35,000.00 35,000.00 
do do -mach. & tools 45,477.00 45,477.00 
do do -auto trucks 12,500.00 12,500.00 
do do -—furn. & fixt. .. 4,000.00 4,000.00 
W. B. Tileson, capital ....| 20,000.00 20,000.00 
Tora, CREDITS ... ... $637,727.00 
Person & household debts .. 450.00 450.00 
Total estimated liabilities $521,200.00 
$129,752.00|$238,883.00 


$109,131.00 
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The statement of affairs presented below is about as complete 
as will ordinarily be found. It offers an unusually good oppor- 
tunity to study “offsets,” or “contras’” as they are sometimes 
called. Take for example the New York Central stock. Two 
hundred shares were owned. One hundred and seventy-five 
shares were pledged to secure notes payable and interest. Ac- 
cordingly the block of stock is divided into two parts; one of 
twenty-five shares and the other of one hundred and seventy- 
five. The unpledged portion is set up on the asset side, the book 
value and estimated to realize being one-eighth of the respective 
values applicable to two hundred shares. 

The one hundred and seventy-five shares being pledged to 
secure notes payable and interest of $21,000 are carried to the 
liabilities’ side of the statement at the market price of 150 or 
$26,250. Since this latter amount is greater than the amount 
of indebtedness the equity of $5,250 is carried back to the asset 
side where it appears in the estimated to realize column. 
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W. B. TILESON 
Dericiency ACCOUNT 


Household debts ....... $ 20,000.00 
Personal estate: 

Estimated losses: 1,000.00 
Buildings ...$ 40,000 Insurance policy ..... 3,000.00 
Less-reserve . 35,000 5,000.00 Estimated increase in 

——— value of land ........ 5,000.00 
Mach. & tools $102,500 Estimated increase’ in 
Less-reserve . 45,477 57,023.00 value of securities ... 3,775.00 
Auto trucks .$ 13,000 109,131.00 
Less-reserve . 12,500 500.00 
Furn. & fixt. .$ 6,800 
Less-reserve . 4,000 2,800.00 
Stock-Altair 
CO. 45,000.00 
75.00 
Merchandise ........ 8,000.00 
Accounts receivable . 4,843.00 
Loan-Altair Wheel Co 18,000.00 
Unexpired insurance . 215.00 
$141,906.00 $141,906.00 


No. 23A (PRACTICE) 


You are engaged by T. M. 


Jarvis, receiver in bankruptcy 


for H. M. Carley, to prepare a statement which will enable him 
to announce to the unsecured creditors the approximate liquida- 
tion dividend which they will receive. 

A balance sheet at September 30, 1912, is as follows: 


180,000.00 
Machinery and tools ... 65,000.00 


Horses, wagons & har- 
2,500.00 
Furniture and fixtures.. 8,000.00 


Stock-Auto Wrench Co. 50,000.00 
L. &  stock-150 

shares at 138% ...... 19,312.50 
Merchandise-inventory . 23,782.05 
342.86 
1,235.47 
Accounts receivable .... 35,836.25 
Loan-Auto Wrench Co. . 100,000.00 


Notes receivable ....... 12,000.00 
Int. acc. on notes rec. .. 127.50 
Unexpired insurance ... 240.00 

$528,377.53 


Liabilities & Capital 
Bond and mortgage pay- 
able, land and build- 


$150,000.00 
Interest acc. on B/M ... 2,250.00 
Taxes accrued ......... 3,000.00 
Wages accrued ........ 7,825.00 
Accounts payable ....... 186,783.15 
Notes payable .......... 105,000.00 


Int. acc. on notes payable _1,050.00 
Reserve for depreciation: 
43,826.00 
Machinery and tools .. 12,784.00 
Horses, wagons & har- 
250.00 
Furniture and fixtures. 1,275.00 
H. M. Carley, capital ... 14,334.38 


. - $528,377.53 
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The following appraisals and estimates are made: Land, $25,- 
000; buildings, $135,000; machinery and tools, $40,000; horses, 
wagons and harness, $750; furniture and fixtures, $250; mer- 
chandise, $15,000; accounts receivable, good, $18,426.12; uncol- 
lectible, $12,372.28; doubtful, $5,037.85, but estimated to realize, 
$2,000. Notes receivable and interest are secured by 100 shares 
of American Real Estate Company pfd. at 125. The cash in 
hand contains a counterfeit $10 bill. Of the 150 shares of D. L. 
& W. which is quoted at 140%, shares to the extent of 100 are 
pledged to secure $10,132.50 of notes payable and interest. Ac- 
counts payable to the extent of $4,875.23 are partially secured 
by a chattel mortgage on merchandise. The short rate for in- 
surance is .0673. Carley’s personal estate consists of improved 
property on Long Island valued at $7,500 but subject to a mort- 
gage of $3,500, and household debts in the amount of $325. The 
balance sheet of the Auto Wrench Company, in which Carley 
owns the majority of the stock, shows assets, $250,000; liabili- 
ties, $175,000; capital stock outstanding, $75,000. The assets 
have been appraised at $140,000. 

From the foregoing prepare: 

(a) Statement of affairs. 

(b) Deficiency account. 


In the deficiency account of Chauncey, Bennet & Cooper 
(Problem 22) as shown in the October number of THE JouRNAL, 
the amount due from the special partner and the amount of deficit 
were inadvertently combined. The account should appear as 
follows: 


RECEIVER FOR CHAUNCEY. BENNET & COOPER 
Dericrency AccouNT AS OF JUNE 3, I9I2 


Loss on operations ...... 27,796.96 
$77,796.96 $77,796.96 
$ 7,363.07 
Estimated losses on reali- Estimated profit on con- 
Subcontractors ........ 320.37 Due from special part- 
Equipment ............ 19,519.1 
$41,468.40 $41,468.40 


Income Tax Department 
EDITED BY JOHN B. NIVEN, CP.A. 
Income Tax Law 


The United States tariff law of 1913, being “an act to reduce tariff 
duties and to provide revenue for the government and for other pur- 
poses,” was approved by the president on October 3d, 1913, and went 
into immediate effect. In addition to making changes of vast importance 
upon the tariff duties, it imposed an income tax, under the authority pro- 
vided by the recent amendment to the constitution of the United States. 

The income tax provisions of the law are contained in section 2, and, 
briefly stated, the intention of the act seems to be to impose a tax upon 
every citizen of the United States, whether residing at home or abroad, 
and upon every person residing in the United States, even although he 
may not be a citizen thereof, provided such person is in receipt of an 
income, arrived at as described in the act, of at least $3,000—or, in the 
case of a married man, living with his wife, $4,000—and upon all income 
which may be received as dividends (except possibly preferred dividends) 
upon the stock or from the net earnings of any corporation—(with cer- 
tain exceptions)—even although such income, together with the person’s 
other emoluments, is less than the minimum of $3,000 or $4,000. 

The tax is a graded one, commencing with a “normal” tax of one 
per cent on all income in excess of $3,000 (or $4,000) and increasing 
by degrees through the operation of an “additional” tax to seven per 
cent (including the normal tax) upon that part of a person’s net income 
which exceeds $500,000. The following table shows the total of the 
normal plus additional tax: 


Total Normal Tax Additional Tax Total 
Income Rate Amount’ Rate Amount Tax 
$ 3,000 Nil Nil Nil 

20,000 1% on $ 17,000 $ 170 Nil $ 170 


50,000 1% on 47,000 470 on 30,000 $ 
1% on 30,000 300 
75,000 1% on 72,000 720 {3% po 25,000 | 
above sum oO 
| 1% on 25,000 ZI 1,550 


100,000 1% on 97,000 970 2,520 
250,000 1% on 247,000 2,470 7,550 10,020 
500,000 1% on 497,000 4,970 ey a, t 20,050 25,020 


Over $500,000 add to foregoing aggregate of $25,020, 7% 
on any excess. Thus: 


600,000 1% on 597,000 5,970 26,050 32,020 
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In addition to direct collection by the government, a method of col- 
lection new to United States practice—which is probably borrowed from 
Great Britain—known as “collection at the source” is introduced by the 
act. Although not specifically so stated in the act, collection at the 
source really comes under two heads: 


1st. Taxes imposed upon the net incomes of corporations the dividends 
on which are afterwards exempt, in so far at least as the 
“normal” tax of 1% is concerned, when they reach the hands 
of individual shareholders. 


2d. Taxes which are specifically directed under the act to be with- 
held in making payments to individuals and others, and which 
have to be accounted for by the party withholding the same, 
whether an individual or a corporation, to the government. 
These include the normal 1% upon all payments on account 
of interests, rents, salaries, wages, premiums, annuities, com- 
pensation, remuneration, emoluments, or other fixed determin- 
able annual or periodical gains, entering into an income ex- 
ceeding $3,000 or in certain cases $4,coo for any taxable year. 
The term “collection at source” is however hereafter confined 
to this second class. 


The incomes subject to tax for the year 1913 are for the ten months 
from 1st March to 31st December only,—the exemption as to personal 
incomes of $3,000 (or $4,000 as the case may be) being for this period 
restricted to five-sixths of these amounts. The same period applies to the 
tax to be assessed against corporations, but the previous “corporation 
tax” of one per cent will be imposed upon the net income accruing in 
_ January and February, 1913, thus, subject to certain variations, practically 
completing the assessment for the whole year. 


It is not intended in the present article to make any attempt to con- 
strue the law, which is in many respects extremely technical, having in 
view the fact that Treasury regulations relating to it have only been 
partially made public. Further regulations are now understood to be 
in preparation, and may be looked for before the next issue of this 
magazine. 

It is believed, however, that many points requiring elucidation will 
arise from time to time and it is the intention in these columns to pub- 
lish, as far as possible (1) the Treasury regulations and rulings, as they 
are issued; and (2) reports on such debatable points as may come be- 
fore the courts or receive other public attention. In the early issues, 
the more important questions which arise will, of course, be dealt with 
under the head of Treasury rulings, but later on there may probably 
be a good many obscure or debatable points brought before the courts 
for decision. 

In the meantime, a summary of the provisions of the act may be of 
interest, and these are now presented under three heads: 

1st. Summary of provisions relating to individuals. 

2d. Summary of provisions relating to corporations. 

3d. Summary of provisions relating to collection at source. 
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These summaries, however, are only intended to give a general indication 
of the provisions of the act, and reference must be made to the act itself 
for complete details. 


1. SUMMARY OF PROVISIONS RELATING TO INDIVIDUALS 


Incomes covered 

Entire net income of all citizens of the United States, whether resident 
at home or abroad. 

Entire net income of alien residents of the United States, or its 
possessions. 

Entire net income from all property owned and of every business, 
trade, or profession carried on in the United States or its posses- 
sions by persons residing elsewhere. 


Rate of Tax 
Normal tax—1% per annum upon net income in excess of $3,000 for 
individuals, and $4,000 for husband and wife residing together, but 
provided that only one deduction of $4,000 shall be made from the 
aggregate income of husband and wife when living together. 


Additional tax— 

An additional 1% upon the total net income in excess of $20,000 
and not exceeding $50,000. 

An additional 2% on the total net income in excess of $50,000 and 
not exceeding $75,000. 

An additional 3% on the total net income in excess of $75,000 and 
not exceeding $100,000. 

An additional 4% on the total net income in excess of $100,000 and 
not exceeding $250,000. 

An additional 5% on the total net income in excess of $250,000 and 
not exceeding $500,000. 

An additional 6% on the total net income in excess of $500,000. 


includes, subject to the deductions and exemptions which 
ollow 
All gains, profits and income derived from salaries, wages or 
compensation for personal service, however derived or paid. 
All profits from professions or vocations; from business, trade, 
commerce, or sales or dealings in property, real or personal. 
All interests, rents and dividends. 
And generally gains or profits derived from the transaction of 
any lawful business. 
Also the income from, but not the value of, property acquired 
by gift bequest, devise or descent. 
t exclusive of any part of the proceeds of life insurance 
policies paid upon death or maturity of life insurance, 
endowment or annuity contracts. 


For the pu - of the calculation of additional tax, the taxable 
income of any individual shall also include the share to which 
he would be entitled of the gains and profits, whether dis- 
tributed or not, of all corporations or associations, however 
created or organized, formed or fraudulently availed of for 
evasion of the tax. 


Deductions allowed 


1. Necessary expenses of carrying on any business from which the in- 
come arises. 
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Note: This does not include personal, living or family 
expenses, 

2. Interest on indebtedness. 

3. National, state, county, school and municipal taxes paid, “unless 
for local benefits.” 

4. Losses actually sustained during the year, incurred in trade, or 
arising from fires, storms or shipwreck and not compensated for 
by insurance or otherwise. 

FS Debts ascertained to be worthless and actually charged off. 

. A reasonable allowance for the exhaustion or wear and tear of 
property arising out of its use or employment in business, not 
to exceed in the case of mines 5 per cent of the gross value at 
the time of the output. 

Note: This will probably admit as in the case of corpora- 
tions an allowance for depreciation and also an allow- 
ance for depletion of ores, etc. limited in the case of 
mines to 5 per cent as indicated. 

And for the purposes of the normal tax only: 

7. Amounts received as dividends upon the stock or from the net 
earnings of any corporation, joint stock company, etc., which is 
taxed upon its net income. 

8. Any income, the tax upon which has been paid or withheld at its 
source. 


Income exempt from taxation 

ao = * sat the obligations of a state or any political sub-division 
thereo 

Interest upon the obligations of the United States or its possessions. 

The compensation of the present president of the United States and of 
certain other officers or employees of the United States and the com- 
pensation of all officers or employees of a state or political sub- 
division thereof except when such compensation is paid by the 

States. 


All incomes of the annual value of $3,000, or in the case of a 
husband and wife living together $4,000. 
Note: This provision will not, however, entitle the benefici 
of an income arising from dividends upon a joint st 
corporation to recover any tax which may have been paid 
in respect of his interest therein. 


Fiscal Period 
Tax to be computed on net income for calendar year ending December 
3ist—except that for the year 1913 it shall be computed only on 
that portion accruing from March Ist to December 31st, deduct- 
ing, however, only 5/6ths of the specific exemption of $3,000, or 
in the case of a husband and wife living together of 


Returns shall be made— 
(a) With respect to all individual incomes of $3,000 or over. 
(b) To the collector of internal revenue of the district in which each 
je resides or has his principal place of business (in the 
nited States). 
c) Upon forms to be prescribed by the secretary of the treasury. 
d) On or before March Ist in each year. 
e) ~ the following persons: 
Each taxable person of lawful age for himself or herself. 
: Guardians, trustees, executors, administrators, agents, receiv- 
ers, conservators, and all persons, or corporations or 
associations acting in any fiduciary capacity, in respect 


387 


Exceptions as to Returns 


Date of Assessment 


Neglected, Fraudulent or False Returns 


Date of payment of Tax 


Penalties 


2. SUMMARY OF PROVISIONS RELATING TO CORPORATIONS 
Rate of Tax 


Corporations subject to Tax 
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to the net income coming into their custody or control 
for the person or persons for whom they act. 

3. All persons, firms, companies, copartnerships, corporations, 
etc., having the control of fixed or determinable annual 
or periodical gains, profits and income of another person 
subject to tax, which persons, firms, etc., shall report 
fully thereon, specifying the amount of such income 
under their control and the amount of tax retained there- 
from under those sections of the act dealing with “col- 
lection at the source.” 


There shall be no return on incomes of less than $3,000. 

It shall not be necessary to include in any return the income derived 
from dividends on the capital stock of any corporation taxed upon 
its net income, where the person making the return or for whom 
the return is made, is only liable for the “normal” tax. 


On or before June Ist in each year. 


Penalties—see below. 

In case of refusal or neglect to make a return, or in cases of false 
or fraudulent returns, the commissioner of internal revenue shall 
on the discovery thereof, at any time within three years after 
said return is due, make a return upon information before him, 


Regular assessments, on or before June 3oth annually. 
Delayed assessments, on notification thereof by the commissioner. 


For failure to make return: 
Not less than $20 and not exceeding $1,000. 
For a false or fraudulent return, made with intent to defeat or evade 
taxation: 
Person making such shall be guilty of a misdemeanor and shall 
be subject to a fine not exceeding $2,000 and costs, or imprison- 
ment not exceeding one year—or both. 
For non-payment of tax: 

On sums due and unpaid at June 3oth in any year and for ten 
days after notice and demand thereof by the collector, 5% on 
the amount unpaid and interest at 1% per month from the time 
the tax became due, except in the cases of the estates of in- 
sane, deceased or insolvent persons. 


One per cent per annum upon entire net income. 


Every corporation, joint-stock company, association and insurance 
company, not including partnerships; 
except, various organizations, mutual in character or organized 
for promotion of social welfare and not for profit; 
except also, that income accruing to any political sub-division of 
U. A. from any public utility or governmental function is 
not subject to tax. 
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Net Income—how determined 
By deducting from gross income from all sources: 

1. Ordinary and necessary expenses of maintenance and operation. 
Rentals. 

2. Losses actually sustained. 
Depreciation. 
Depletion of ores of mines, not exceeding 5 per cent of gross 

value of output at mine. 

3. Interest accrued and paid within the year on an amount of 
indebtedness not exceeding one-half of sum of interest- 
bearing indebtedness, plus capital stock outstanding at end 
of year, or if no capital stock, on indebtedness not exceeding 
capital employed at close of year. 

Total interest on indebtedness wholly secured by collateral the 
subject of sale in ordinary business of corporation. 

Interest on deposits or certificates of indebtedness of bank, 
loan or trust company. 

4. Taxes, United States. 

Taxes, foreign. 


Deduction not allowed 
Tax paid by corporation on interest, guaranteed free from taxation, 
on bonds or indebtedness. 


Fiscal period 

Tax to be computed on net income for calendar year ending December 
3ist,—except that: 

Corporations may designate last day of any month as close of fiscal 
year and compute tax, as provided, for year ending on day desig- 
nated in year preceding date of assessment. Notice to be given 
to collector thirty days prior to date for filing. 

For year 1913, tax to be on income from March 1st to December 31st, 
to be ascertained by taking five-sixths of net income for calendar 
year. 


Date of Filing Returns 
Corporations reporting for calendar year: March Ist, 1914, and an- 
nually thereafter. 
Corporations reporting for fiscal year, sixty days after close of said 
year. 


Officers making Returns, and to whom 
President, vice-president, or other principal officer, and treasurer or 
assistant treasurer, under oath or affirmation, to collector of 
— | eee for district in which principal place of business 
is located. 


Details to be reported 
1. Total amount of paid up capital stock outstanding, or if no capital 
stock, capital employed in business, at close of year. 
2. Total amount of bonded and other indebtedness at close of year. 
3. Gross amount of income from all sources. 
4. Deductions, in detail, as set forth above under “net income— 
how determined.” 


Date of Assessment 
June Ist in each year. 


Date of Payment of Tax 
June 30th, in case of corporations reporting for calendar year. 
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One hundred and twenty days after date of filing, in case of corpora- 
tions reporting for fiscal year. 

If unpaid after ten days’ notice and demand by collector, five per 
cent to be added, and one per cent per month from date due. 

If no return, or false return is made, collector may make return within 
three years and tax shall be paid immediately on assessment. 


Inspection of Returns 
eturns become public records but open to inspection only on order 
of president. 
Returns open to officers of any state imposing general income tax. 


Penalty 
For refusal or neglect to file, or rendering false or fraudulent return, 
not exceeding $10,000. 


Tax for January and February, 1913 
Special excise tax of one per cent upon entire net income levied for 
months of January and February, 1913, ascertained as above pro- 
vided, computed on one-sixth of entire net income for year. 
One return and assessment to be made for whole year 1913. 


Special Provisions: Insurance Companies 
Deductions from gross income include under item (2): 
Net addition, if any, required by law to be made to reserve funds. 
Sums other than dividends paid within year on policy and 
annuity contracts. 


Special provisions: Mutual Fire Insurance Companies 
Shall not return as income any portion of premium deposits returned 
to policyholders. 
Shall return as taxable income all income from % <r sources, plus 
portions of premium deposits retained for purposes other than pay- 
ment of losses, expenses and reinsurance reserves. 


Special provisions: Mutual Marine Insurance Companies 
Shall include in gross income, gross premiums collected, less amounts 
paid for reinsurance. 
Shall include in deductions repayments to policyholders with interest 
paid thereon. 


Special provisions: Life Insurance Companies 
Shall not include as income portions of premiums paid back, credited, 
or applied as abatement of premiums. 


Special provisions: Assessment Insurance Companies 
Deposits with state or territorial officers, pursuant to law, as ad- 
ditions to guarantee or reserve funds to be treated as payments 
to reserve funds. 


Foreign Corporations 

Tax to be computed on net income from business transacted and 
capital invested within United States, arrived at as above set 
forth, e. 

Gross income, on business transacted and capital invested within 
United States. 

Deductions in respect of same. 

In case of interest, deduction shall be that proportion of amount ar- 
rived at, as above provided, which gross income in United States 
is of total gross income within and without United States. 
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In case of taxes, deduction allowed does not include foreign oe, 
but same must be stated separately in report under item (4) 0 
deductions from gross income. 

Return to be filed in place where principal business is located in 
United States. 


3. SUMMARY OF PROVISIONS RELATING TO “COLLECTION 
AT SOURCE” 


All persons, firms, corporations, etc., including lessees or mortgagers of 
real or personal property, trustees acting in any trust capacity, exe- 
cutors, administrators, etc., and all employers, and officers and em- 
ployees of the United States having control, receipt, custody, disposal, 
or payment of interests, rents, salaries, wages, premiums, annuities, 
compensations, remuneration or other fixed or determinable annual 
gains profits and income of another person exceeding $3,000 for any 
taxable year other than dividends on capital stock or from the net 
earnings of corporations, etc., subject to like tax, are required to 
deduct and withhold from the payment of such income a sum sufficient 
to pay the normal tax thereon, and to account therefor to the United 
States Official authorized to receive the same. 


Provided however that the amount of the normal tax shall in certain 
cases be withheld even although the total net income of the beneficiary 
of such income does not exceed $3,000—these cases being as follows: 
Income derived from interest upon bonds, mortgages or deeds of trust 

or other similar obligations of joint stock companies or associa- 
tions and insurance companies whether payable annually or at 
shorter or longer periods. 

Income derived from coupons, cheques, or bills of exchange for or 
in payment of any dividends upon the stock or interest upon the 
obligations of foreign corporations, etc. engaged in business in 
foreign countries. 


Benefit of Exemption 

Where the income tax of any person is paid at the source the benefit 
of the exemption of $3,000 (or $4,000) provided under the Act 
shall not be allowed unless such person shall not less than 30 
days prior to the day on which the return of his income is due, 
file with the person or concern required to withhold and pay the 
tax a signed notice claiming the benefit of such exemption. 

When a taxable person’s tax is paid at the source, if he desires any 
deduction for losses, expenses of business, etc. he may file a 
claim together with a return of any other income upon which tax 
is not withheld at the source, either with the collector of the dis- 
trict or with the corporation withholding the tax, but to make 
such claim effective it must be filed not less than 30 days prior 
to the day on which the return of his income is due. 


For further details relative to the operation of the act in so far 
as it affects the deduction of income tax at the source—see 
regulations issued by the Treasury Department on October 
25th, and 31st, 1913—reprinted elsewhere in this issue. 
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TREASURY RULINGS 
COLLECTION AT SOURCE 


(T D 1887, October 25th, 1913) 


Regulations regarding the deduction of the income tax at the source 
on interest maturing on bonds, notes, and other similar obligations of 
corporations, joint stock companies or associations, and insurance com- 
panies, under the provision of section 2 of the act of Oct. 3, 1913: 


Tax To BE Depuctep AT SouRCE 


Under the income tax law, enacted Oct. 3, 1913, a tax of I per cent, 
designated in the law as the “normal tax,” shall be deducted at “the 
source,” beginning Nov. 1, 1913, from all income accruing and payable to 
(A) every citizen of the United States, whether residing at home or 
abroad, and to (B) every person residing in the United States, though not 
a citizen thereof, which may be derived from interest upon bonds and 
mortgages, or deeds of trust, or other similar obligations, including equip- 
ment trust agreements and receivers’ certificates of corporations, joint 
stock companies or associations, and insurance companies, although such 
interest does not amount to $3,000; excepting only the interest upon the 
obligations of the United States or its possessions, or a State or any 
political sub-division thereof. The term “debtor,” as hereinafter used, 
shall be construed to cover all corporations, joint stock companies or 
associations, and insurance companies. 


Wuen Tax SHatt Be WITHHELD By DesTor 


For the purpose of collecting this tax on all coupons and registered 
interest originating or payable in the United States, the source shall be 
the debtor, (or its paying agent in the United States), which shall 
deduct the tax when same is to be withheld; and no other bank, trust 
company, banking firm, or individual taking coupons or interest orders 
for collection, or otherwise, shall withhold the tax thereon; provided that 
all such coupons, or orders for registered interest, are accompanied by 
certificates of ownership signed by the owners of the bonds upon which 
the interest matured. These certificates shall be in the forms hereinafter 
prescribed, and a separate certificate shall be made out by each owner of 
bonds for the coupons or interest orders for each separate issue of bonds 
or obligations of each debtor. 


Waen Tax Be By First Cotiectinc AcENCY 
If, however, the coupons or interest orders are not accompanied by 


certificates as prescribed above, the first bank, trust company, banking firm, 
or individual or collecting agency receiving the coupons or interest orders 
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for collection, or otherwise, shall deduct and withhold the tax and shall 
attach to such coupons or interest orders its own certificate, giving the 
name and address of the owner of or the person presenting such coupons 
or interest orders if the owner is not known, with a description of the 
coupons or interest orders also setting forth the fact that they are 
withholding the tax upon them; whereupon the debtor shall not again 
withhold the tax on said coupons or interest orders but in lieu thereof 
shall deliver to the government the certificates of such bank, trust com- 
pany, etc., which is withholding such tax money. 

Any corporation, collecting agency, or person first receiving from the 
owner any interest coupons or orders for the collection of registered in- 
terest, and to whom the certificates above provided for are delivered 
should require the persons tendering such coupons or orders for registered 
interest to satisfactorily establish their identity. 


PAYMENT OF REGISTERED INTEREST BY DEBTORS 


A debtor whose bonds may be registered, both as to principal and 
interest, shall deduct the normal tax of one per cent from the accruing 
interest on all bonds before sending out checks for said interest to 
registered owners or before paying such interest upon interest orders 
signed by the registered holders of said bonds until there shall be filed 
with said debtor or its fiscal agent (and not later than thirty (30) days 
prior to March 1) through whom said interest is customarily paid, the 
proper certificates claiming exemption from liability for said tax as herein 
provided, executed as follows: 


By a citizen or resident of the United States, the bona fide owner of 
the registered obligations, who may claim exemption under paragraph C, 
section 2, of the federal income tax law; or 

By corporations, joint stock companies, associations, or insurance com- 
panies, organized in the United States, or organizations, associations, fra- 
ternities, etc., which are either taxable or exempt from taxation, as pro- 
vided in paragraph G, sub-division A, of the act; or 

By a bona fide resident and citizen of a foreign country, claiming 
exemption as such. 


DESIGNATION OF Fiscat AGENCIES 


The “debtor” may appoint paying or fiscal agents to act for it in 
matters pertaining to the collection of this tax upon filing with the 
collector of internal revenue for its district a proper notice of the ap- 
pointment of such agent or agents. 


CERTIFICATES CLAIMING EXEMPTION 


If the owners of the bonds are individuals who are citizens or resi- 
dents of the United States, the aforesaid certificates shall accompany the 
coupons, or with respect to the interest on registered bonds, shall be 
filed with payer of said interest; and such certificates shall describe 
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the bonds and show the amount of coupons attached or the amount of 
interest due such owners on registered bonds, and the full name and 
address of the owners; and shall also state whether they claim or do not 
then claim exemption from taxation at the source provided for by para- 
graph C of section 2 of the federal income tax law, ($3,000), and under 
certain conditions ($4,000) as to the income represented by such coupons 
or interest. 

The certificate shall also show the amount, if any, of exemption 
claimed and the date of signature. 

The form of certificate to be used for this purpose shall be substan- 
tially as follows: 


(Form 1000) 


Form of certificate to be presented with coupons or interest orders 
stating whether or not exemption is claimed, under form C, section 2, of 
the federal income tax law. 


I do solemnly declare that I, ——, a citizen or resident of the United 
States and residing at ——, am the owner of $—— bonds of the de- 
nomination of $—— each, Nos.——, of the —— (give name of debtor), 
known as (describe the particular issue of bonds) bonds, from which 
were detached the accompanying coupons, due ——, I19I—, amounting to 

, or upon which there matured ——, 191—, $—— of registered in- 
terest. 

1 (do) (do not) now claim with respect to the income represented 
by said interest the benefit of a deduction of $—— allowed under para- 
graph C, section 2, of the federal income tax law. 


Whenever interest coupons, accompanied by a certificate of an in- 
dividual who is a citizen or resident of the United States, as aforesaid, 
are presented to a debtor or its fiscal agent for payment, or whenever 
interest is payable to such individual on a bond registered as to both 
principal and interest, the debtor or its fiscal agents shall deduct and with- 
hold the amount of the normal tax, except to the extent that exemption is 
claimed in the certificate of ownership in the form herein prescribed. 

Where the interest to be paid is registered, the same form of certificate 
shall be used where exemptions are claimed, except that it shall be filed 
with the debtor at least five (5) days before the due date of such interest. 


By Wuom SIGNED 


These certificates must be signed by the claimants with their full 
names, and contain their post office and street address, also the date 
when signed. 

Duly authorized agents, trustees acting in a trust capacity, etc., may 
sign such certificates for the persons for whom they act. 


Orcanizations Wuose Interest Coupons Are Not Taxep at Source 
If the owners of the bonds are corporations, joint stock companies, 
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associations, or insurance companies organized in the United States, no 
matter how created or organized, or organizations, associations, fraterni- 
ties, etc., which are either taxable or exempt from taxation as provided in 
paragraph G, sub-division A, of the act, the debtor is not required to 
withhold or deduct the tax upon income derived from interest on such 
bonds, provided coupons or orders for interest from such bonds shall 
be accompanied by a certificate of the owners thereof certifying to such 
ownership, which certificates shall be filed with the debtor when such 
coupons or interest orders are presented for payment. 
Such certificates shall be substantially in the following form: 


(Form 


Certificate to be furnished by organizations not subject to tax on 
interest at source. 


| ee (Give name), the ...... (Give official position) of the .... 
(Name of organization) a.... (Character of Organization) of...... 
(State) located at...... (Post-Office address) do solemnly declare that 
Gis ac ics (Give name of organization) is the owner of $.... bonds of 
the denomination of $.... each...... of the (Give name of debtor) 
known as...... (Describe particular issue of bonds) bonds, from which 
were detached the accompanying coupons, due.... I91.., amounting to 
$...., or upon which there matured.... 191.. $.... of registered in- 
terest, and that under the provisions of the income-tax law of October 
3, 1913, said interest is exempt from the payment of taxes collectible at 
the source, which exemption is hereby claimed. 


(Name of Organization 


This certificate must be signed by the full name of the organization, 
stating its place of business, and by the president, secretary, or some 
other principal officer of the said corporation, or organization duly 
authorized to sign same, together with the date of execution. 


How Co.tiectep WHEN Not AccoMPANIED BY THE CERTIFICATE OF OWNER 


Where coupons or interest orders are not accompanied by the owner- 
ship certificates the form to be executed by the first bank, trust company, 
banking firm, individual, or collection agency receiving the some for col- 
lection or otherwise, which must accompany the coupons or interest orders, 
shall be substantially as follows: 


(Form 1002) 


Form of certificate to be presented with coupons or interest orders 
when not accompanied by certificate of owners. 


» (Name) the...... (Official of the...... (Bank 
or collecting agency) of.... (address) do solemnly declare that said 
.«++++ (Collecting agency) has (or have) purchased or accepted for col- 


lection the accompanying coupons or interest orders amounting to $...., 
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and which represent interest matured on $.... of bonds of the...... 
(Name of debtor) and that...... (Collecting agency) received said 
coupons or orders for registered interest from.... (Name of party from 
whom received) of.... (Address of said party), and that no — 
of ownership accompanied said coupons or interest orders, and.... (Col- 
lecting agency) hereby acknowledges responsibility of withholding there- 
from the normal income tax of I per cent, in accordance with the 
regulations of the ‘penaneel Department. 


(Signature of officer duly authorized to 
sign, and his official position) 


This certificate shall be dated and signed by, and shall state the 
address of the corporation, organization, collecting agency, or person 
withholding the tax, with full name and address. 


FinaL Disposition OF CERTIFICATES 


The debtor or paying agents shall deliver all certificates with the list 
of names and addresses of those for whom the tax has been withheld, 
showing amounts, as required by law, to the collector of internal revenue 
for their district on or before the 20th day of the month succeeding that 
in which said certificates were received by them. 


Interest Dur BeErorE Marcu I, I913 


The tax shall not be withheld on coupons or registered interest matur- 
ing and payable before March 1, 1913, although presented for payment 
at a later date. 


License Regurrep For COLLECTION oF INCOME FROM FoREIGN COUNTRIES 


All persons, firms, or corporations undertaking for accommodation or 
profit (this includes handling either by way of purchase or collection) 
the collection of coupons, cheques, bills of exchange, etc., for or in payment 
of interest upon bonds issued in foreign countries and upon foreign mort- 
gages, or like obligations, and for any dividends upon stock or interest 
upon obligations of foreign corporations, associations or insurance 
companies engaged in business in foreign countries, are required by 
law to obtain a license from the commissioner of internal revenue and 
may be required to give bond in such amount and under such conditions 
as the commissioner of internal revenue may prescribe. 


By Wuom Tax 1s WITHHELD 


The licensed person, firm, or corporation first receiving any such 
foreign items, for collection or otherwise, shall withhold therefrom the 
normal tax of 1 per cent and will be held responsible therefor. He (the 
licensee) shall thereupon indorse or stamp thereon the words “Income 
tax withheld by ——” (giving his or their name, address, and date) which 
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shall be sufficient evidence to relieve subsequent holders or purchasers 
from the duty of also withholding the income tax. 

If the size or nature of such coupons, cheques, etc., makes it imprac- 
ticable to make said indorsement as above, a statement identifying the 
item on which tax is withheld and bearing said indorsement may be 
attached thereto to the same effect as if the indorsement was made 
directly thereon. 


List or Tax COLLECTIONS ON Foreicn ITEMS 


Such licensee shall obtain the names and addresses of the persons from 
whom such items are received and shall prepare a list of same and file 
it with the collector of internal revenue for his district not later than the 
2oth of the month next succeeding the receipt of such items. The list 
shall be dated and shall contain the names and addresses of the taxable 
persons and the amount of tax deducted and from what source collected. 


CERTIFICATES TO SECURE TAX EXEMPTION OF ForEIGN ITEMS 


In the event such coupons, cheques, or bills of exchange above men- 
tioned are presented for collection by an individual claiming the benefit 
of the deductions allowable under paragraph C, section 2, of the federal 
income tax law, such individual shall be permitted to avail himself of 
the deduction claimed, upon signing on the form heretofore prescribed 
for coupons payable in the United States, and no tax shall be deducted 
for the amount of the exemption so claimed, or if such items are presented 
by corporations, joint stock companies, or associations and insurance com- 
panies organized in the United States, the form of certificate heretofore 
prescribed for such organization shall be used, and in such instances no 
tax shall be deducted. 


In both instances, the licensee first receiving such items shall retain 
such certificates for delivery with the lists aforesaid to the collector 
of internal revenue for his district not later than the 20th of the month 
next succeeding that in which said items were received, and with respect 
to said coupons, cheques or bills of exchange, said licensee shall attach 
thereto (identifying the items) or indorse, or stamp thereon the words 
“Income tax exemption claimed through—(giving name and address of 
licensee ),” which shall be sufficient evidence to relieve subsequent holders 
or purchasers from the duty of also withholding the tax thereon. 


The provisions for collection of the tax on foreign obligations set forth 
in this section of the regulations includes the interest upon all foreign 
bonds, even though the coupons may be at the option of the holder, payable 
in the United States, as well as in some foreign country. 


PENALTY FOR OMISSION To OBTAIN LICENSE 


All persons licensed shall keep their records in such manner as to 
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show from whom every such item has been received, and such records 
shall be open at all times to the inspection of internal revenue officers. 


PENALTY FOR OMISSION To OBTAIN LICENCE 


Failure to obtain license or to comply with regulations is punishable 
by a fine not exceeding $5,000 or imprisonment not exceeding one year, 
or both, in the discretion of the court. Such licences shall continue in 
force until revoked. 

Application for such licences should be made to the collectors of 
internal revenue for the district in which they are engaged in business 
and may be issued without cost to such persons as the commissioner may 
approve, upon their filing with the collector the bond herein provided for. 

All persons in making application to the collector of internal revenue 
for such licences shall register their names and addresses and state 
the nature of the business in which they are engaged. Such application 
for the licence, accompanied by a proper surety bond, when both have been 
approved by the collector will be considered a sufficient compliance with 
the law to enable the persons making application to do business until 
Feb. 1, 1914, without incurring the penalties provided by law for failure 
to procure the required licence. 


PENALTY FOR Fatse STATEMENTS 


If any person, for the purpose of obtaining any allowance or reduc- 
tion by virtue of a claim for exemption, either for himself or for any 
other, knowingly makes a false statement or false or fraudulent repre- 
sentation, he is liable under the act to severe penalties. 


PARTNERSHIPS 


Where coupons or interest orders, presented for payment, represent 
the interest on bonds, or other similar obligations, owned by a partnership, 
they shall be accompanied by a certificate of ownership, which shall 
be signed either in the firm’s name by one member of the firm or by each 
individual member of the partnership, and the normal tax shall be with- 
held by the debtor with respect to the income represented by said interest. 

The following certificate should be used when coupons or interest 
orders are presented by citizens or residents of the United States, for col- 
lection of interest on bonds, or other similar obligations, owned by the 
partnerships of which they are members. 

Said certificate of ownership shall be substantially the following form: 


(Form 1003) 


al Form of certificate to be filled out and signed by members of partner- 
ips. 


I, ...., a member of the firm or partnership of.... of.... and resid- 
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ing at....(give full address) do solemnly declare that the said partnership 
is the owner of $.... bonds of the denomination of $.... each, Nos.... 
of the.... (give name of debtor) known as.... (describe the particular 
issue of bonds) bonds, from which were detached the accompanying 
interest coupons, due.... I91.., amounting to $...., or upon which there 
matured I91.. $.... of registered interest and that the name and address 
of said firm or partnership, and the names of the individual members 
thereof, br their places of residence, are as follows: Names of partners 


Date.... IQ1.. 


Any member of a partnership, who is entitled to a deduction (under 
Paragraph C, Section II, of the Income Tax Law) of his pro rata share 
of the tax which may be withheld at the source on interest on bonds owned 
by his co-partnership as above, may claim such deduction or allowance 
when he shall make his individual income return tax for the year in which 
said deduction at the source was made. 


Non Resident Foreigners Owning Interest Bearing Bonds Not Subject to 
Taxation on Income from Such Bonds if Proper Certificate 
Furnished 


This tax will not be deducted from the income which may be derived 
from interest on bonds, mortgages, equipment trusts, receivers’ certificates, 
or other similar obligations of which the bona fide owners are citizens 
of foreign countries residing in foreign countries; Provided that, such 
interest coupons or, in the case of wholly registered bonds, the orders for 
the payment of such interest, shall be accompanied by duly certified cer- 
tificates hereinafter provided for to cover the cases of foreign and non- 
resident owners of bonds and other securities. 


Unless such proof of foreign ownership is duly furnished, the normal 
tax of 1% shall be deducted as herein provided. 
Such certificate shall be in substantially the following form: 


(Form 1004) 


Form of certificate to be presented with coupons or interest orders 
detached from bonds or other obligations owned by those who are 
citizens or subjects and residents of foreign countries. 


I do solemnly declare that I am not a citizen or resident of the United 
States of America, but a subject (or cg of.... and that I am the 
owner of $.... bonds of the denomination of $.... each, Nos..... __of the 
..+.(give name of debtor corporation) known as.... (describe the 
particular issue of bonds), from which were detached the accompanyin 
coupons, due.... 191.., amounting to $...., or upon which there matur 
.... Igr.., $.... of registered interest, and that being a non-resident 
foreigner, I am exempt from the income tax imposed on such interest 
by the United States Government under the law enacted Oct. 3, 1913, 
and that no citizen of the United States, wherever residing, or foreigner 
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residing in the United States, or any of its possessions, has any interest 
in said bonds, coupons or interest. 
Signature of owner of bonds ...... (give full name) 
Address ...... (give full post office address) 


TEMPORARY PROVISION 


In view of the fact that the time required for the interpretation of 
the law and preparation and issuance of these regulations brings the date 
so near Nov. 1 and that many coupons payable upon that date are al- 
ready in transit without the prescribed certificates attached, with a desire 
to cause as small an amount of inconvenience as possible to bondholders 
and general business as may be compatible with the provisions of the 
law and of these regulations, the following temporary provision is made: 


On Nov. 1, 1913, and for fifteen days thereafter, coupons presented 
to a debtor need not be accompanied by certificates in any of the forms 
hereinbefore described, provided that such coupons are accompanied by a 
certificate substantially in the following form: 


(Form 1005) 


Form of temporary certificates which may be used only prior to Nov. 
16, 1913. 

I (we) hereby certify that I am (we are) lawfully entitled to present 
for payment the accompanying coupons or interest orders amounting to 

; (giving amount), representing interest matured on the fol- 

lowing GS (giving name of debtor and designating the 
description, style, and numbers of the bonds) ; that said coupons or in- 
terest orders came into my (our) possession unaccompanied by a certifi- 
cate of ownership of said bonds, in any of the forms required by the 
regulations of the United States Treasury Department, and that the name 
and address of the owner of such bonds are as follows: ............ 
(Give name and address of owner; if impossible to do this, so state). 

Name of person, firm or corporation presenting coupons ...... 

On or before Feb. 1, 1914, certificates of the ownership of any of the 
bonds upon which was collected the interest referred to in such temporary 
certificates in any of the forms above set forth may be delivered to the 
debtor, and said debtor may thereupon return any sum withheld to which 
the owner of such bonds may be entitled under the law and regulations 
upon the facts disclosed by such ownership certificates. Any temporary 
certificates relating to bonds for which certificates of ownership shall not 
have been substituted with the debtor shall, on or before March 1, 1914, be 
delivered to the collector of internal revenue. 


All certificates shall be 8 inches wide and 3% inches from top to 
bottom, and printed on paper corresponding in weight and texture to 
glazed bond paper 17 by 28, about 26 pounds to the ream of 500 sheets, 
or white writing paper 21 by 32, about 32 pounds to the ream of 500 
sheets, and the person or corporation first receiving coupons or interest 
orders for collection shall write or stamp his or its name and address 
and date on the back of said certificates. 
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(Part 2) 
(T. D. 1890 Oct. 31, 1913) 


Regulations (Part 2) regarding the deduction of the income tax at the 
source on income other than interest maturing on bonds, notes, and 
other similar obligations of corporations, joint-stock companies or 
associations, and insurance companies under the provisions of section 
2 of the federal income-tax law of October 3, 1913. 


The “source” in these regulations shall be construed as referring to 
the place where the income originates. 


By Wuom THE Norma, Tax SHALL BE DEDUCTED AND WITHHELD 


All persons, firms, etc., mentioned in paragraph E of this law, here- 
inafter referred to either as “debtors” or “withholding agents,” namely: 
Copartnerships, companies, corporations, joint-stock companies, or 
associations, insurance companies, in whatever capacity acting, includ- 
ing lessees, mortgagors of real or personal property, trustees acting 
in any trust capacity, executors, administrators, agents, receivers, con- 
servators, employers and all officers and employees of the United 
States having the control, receipt, custody, disposal, or payment of 
interest (except income derived from interest upon bonds and mort- 
gages or deeds of trust, or other similar obligations of corporations 
upon which the normal tax of 1 per cent has otherwise been withheld 
at the source, as provided by regulations), rents, salaries, wages, 
royalties, taxable annuities, emoluments, or other fixed or determinable 
gains, profits, and income of another person, exceeding $3,000 for any 
taxable year, except as hereinafter provided, 
shall deduct and withhold from such annual gains, profits, and income 
such sum as will be sufficient to pay the normal tax of 1 per cent imposed 
thereon by section 2 of this act, and shall make lawful return and pay the 
taxes so withheld to the collector of internal revenue for the district in 
which said withholding agent resides or has his, her, or its principal place 
of business. 


The normal tax of 1 per cent shall be thus withheld from all income 
derived from fixed annual periodical rent of realty or personalty, interest 
(except as herein otherwise provided), salaries, royalties, taxable an- 
nuities, and other fixed annual periodical income exceeding $3,000. 


Irems Upon Wuicu Tax Is Not To BE WITHHELD AT THE SOURCE 


(1) Dividends on capital stock, or from the net earnings of corpora- 
tions and joint-stock companies or associations and insurance companies 
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subject to like tax, when said withholding agents are required to make 
and render a return in behalf of another, as provided herein, to the 
collector of his, her, or its district. 

(2) Proceeds of life insurance policies paid upon the death of the 
person insured, or payments made by or credited to the insured, on life 
insurance, endowment, or annuity contracts, upon the return thereof 
to the insured at the maturity of the term mentioned in the contract, or 
upon the surrender of contract—all of which shall not be included as in- 
come under this law—but this shall not be construed to exempt said 
insurance companies from withholding and paying the normal tax of 
I per cent on interest income paid by insurance companies to beneficiaries 
of policies when said interest exceeds $3,000. 

(3) Income of an individual which is not fixed or certain, and not pay- 
able at stated periods, or is indefinite or irregular as to amount or time 
of accrual, shall not be withheld at the source, but shall be listed in the 
annual return, and the tax shall be paid thereon by the individual. 


Income derived from the following professions and vocations come 
under this head: Farmers, merchants, agents compensated on the com- 
mission basis, lawyers, doctors, authors, inventors, and other profes- 
sional persons whose income is irregular and indefinite. 

Such persons shall make personal return of all their income, pro- 
vided their total income from all sources exceeds $3,000. For example: 
When a lawyer receives a retainer of $5,000 as a special fee, a deduc- 
tion therefrom shall not be made by the payer, but when a lawyer 
receives a retainer of $5,000 per annum, and the exemption claimed is 
$3,000, $2,000 of such income would be taxed and the tax retained at 
the source, or if his exemption claimed should be $4,000, $1,000 of such 
income would be taxed and the tax thereon withheld at the source. 


(4) The value of property acquired by gift, bequest, devise, or 
descent. 

(5) Interest upon the obligations of a state or any political sub- 
division thereof, and upon the obligations of the United States or its 
possessions; also the compensation of the present president of the 
United States during the term for which he has been elected, and of 
the judges of the Supreme and inferior courts of the United States 
now in office, and the compensation of all officers and employees of a 
state or any political sub-division thereof paid by a state or any political 
sub-division thereof, except when such compensation is paid by the 
United States Government. 

This exempts from the income tax all salaries paid to an individual 
by a state or any political sub-division thereof, including the salaries 
of state, county, and municipal officers, the salaries of public-school 
teachers, and special compensation paid by states or sub-divisions thereof 
for professional services, whether in the shape of salaries or special 
fees. 


Norma, TAx ON THE SAME INCOME Is To BE WITHHELD But ONCE 


The normal tax of 1 per cent shall be deducted and withheld at 
the source, and payment made to the collector of internal revenue as 
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provided in the law, by the debtor or his, her, or its duly appointed agent 
authorized to make such deduction and payment. 

No other person, firm, or organization, in whatever capacity acting, 
having the receipt, custody, or disposal of any income, as herein pro- 
vided, shall be required to again deduct and withhold the normal tax 
of 1 per cent thereon: Provided, That any person, firm, or organization 
in whatever capacity acting, other than the debtor who has withheld 
said tax, shall file with the collector of internal revenue for his, her, 
or its district, a certificate in substantially the following form: 


(Form 1006) 


Form of certificate to be filed by persons, firms, or organizations re- 
quired to withhold and pay said tax other than the debtor at the source. 


To: .... (Name of collector of internal revenue), Collector of Internal 
Revenue, 
(Give address and designate district) 

. (Name), .... (Official title, if any) of the.... (Person, firm, 
or organization), .... (Capacity in which acting) of.... (Postoffice 
address), do solemnly declare that I (we) received of.... (Name from 
whom received) $...., same being income derived from .... (State 
source, whether rents, salary, or other sources) belonging to.... (Give 
name of person to whom income is due), .... (Address) and that the 
tax thereon amounting to $...., to which said person is subject, has 
been withheld at the source of said income by.... (Name of person 
withholding), .... (Postoffice address). 

(Street and number) 


Exemptions WuHicH May se CLAIMED BY INDIVIDUALS 


Any person subject to the normal tax of 1 per cent, the amount of 
which is withheld or is to be withheld at the source, wishing to avail 
himself or herself of the exemption provided in paragraph C, section 
2, of this act ($3,000 or $4,000, as the case may be) must file with the 
withholding agent, not later than 30 days prior to the day on which the 
return on his income is due, a notice in the following form: 


(Form 1007) 


Form for claiming exemption at the source as provided in para- 
a C, section 2, of the federal income-tax law of October 3, 1913. 


(Give name of withholding agent) 

I hereby serve you with notice that I...... am single—married and 
living with my wife—husband, (Strike out so as to show status cor- 
rectly), and now claim the benefit of the exemption of $...., as allowed 
in paragraphs C and D of section 2 of the federal income-tax law of 
October 3, 1913 (my —_ exemption under said paragraphs being $....). 
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By Wuom Exemptions Unper Paracrapu C, Section 2, or Tuis Act, 
May BE CLAIMED 


Every single person, or every married person not living with wife 
or husband, who is liable for the normal income tax under this law 
may claim a total deduction of $3,000 from net income, on which deduc- 
tion he or she is exempt from said normal tax of 1 per cent. 

Where a husband and wife live together and only one of them has 
an annual income liable for the normal tax of 1 per cent, then the 
husband or wife who has the income shall make the return and pay the 
said tax and may claim and deduct an exemption of $4,000. 

But if a husband and wife live together and each has an annual 
income liable for the normal tax of 1 per cent, then in that event they 
shall make a separate return, and the $4,000 exemption allowed to a 
husband and a wife when living together may be claimed and deducted 
by either the husband or wife, as they may mutually agree (but not by 
both separately), or the said exemption shall be prorated between them 
in proportion to their net income. 


AMouNT OF EXEMPTION ALLOWABLE FOR 1913 UNbER ParacraPH C, 
SECTION 2, OF THE FeperaAL INcomge-Tax Law 


For the present year of 1913 (from March 1 to December 31) ex- 
emptions allowed under paragraph C of this law will be five-sixths of 
those of the calendar year, as specified in paragraph D, namely, $2,500 
if the exemption is $3,000, or $3,333.33 if the exemption is $4,000, as the 
case may be. 


WHEN AND ON WHat AMouNT THE NorMAL TAX OF I Per CENT SHALL BE 
WITHHELD 


A withholding agent who pays monthly or periodically during the 
year interest (except income derived from interest upon bonds and 
mortgages, or deeds of trust, or other similar obligations of corpora- 
tions, etc., upon which the normal tax of I per cent has been withheld 
at the source, as provided by regulations), rents, salaries, wages, etc., shall 
not withhold the said tax until such time as the rents, salaries, wages, 
etc., shall have reached an aggregate amount in excess of $3,000. When 
such amount has been reached he, she or it shall withhold the tax on 
the whole $3,000 and excess thereof, unless the person to whom the 
income is due files with him, her, or it the notice according to Form 1007, 
above provided for, claiming exemption under paragraph C of section 2 
of this act, in which case the withholding agent shall withhold only the 
tax on the income in excess of said exemption of $3,000 or $4,000 (as the 
case may be), and the tax so withheld shall be returned and paid by 
the withholding agent as required by law. 


DepucTIONS To BE MapgE IN Computinc Net INcoME 


Any person subject to the normal income tax of 1 per cent, a part 


404 


ae 
* 
ky 
. 
| 
3 
| 
— 
i | 
| 
| 
1 


Income Tax Department 


of whose income is withheld or is to be withheld at the source, who 
may wish to avail himself of the deductions authorized in sub-section 
B, section 2, of this act, may file either with the collector of internal 
revenue for the district in which return is made for him, or with the 
withholding agent, not later than 30 days prior to March 1, a return and 
notice in substantially the following form: 


(Form 1008) 
UNITED STATES INTERNAL REVENUE 


Form of return for making application for deductions, as provided by 
paragraphs B and E, section 2 of the federal income-tax law of October 


» 1913. 
...(Name of withholding agent) 
(Street and number) 
(Town or city) (State) 

I hereby solemnly declare that the following is a true and correct 
return of my gains, profits, and income from all other sources for the 
calendar year ended December 31, 191— (from March 1 to December 31 
for the year 1913), and a true and correct return of deductions asked 
for under paragraph B of section 2 of the act of October 3, 1913, and 
I hereby claim deductions as shown below. 


Amount of gains, profits, interest, rents, royalties, profits from 
co-partnerships, and income from all other sources pases” 


DEDUCTIONS 


1. The amount of necessary expenses actually paid in 
carrying on business, — business expenses of 
partnerships, and not including personal, living, 


or family expenses ......... 
2. All interest pes within the year on personal indebt- 


3. All national, state, county, school, and municipal 

taxes paid within the year (not including those 

assessed against local benefits) .............. 
4. Losses actually sustained during the year incurred 

in trade or arising from fires, storms, or ship- 

wreck and not compensated for by insurance or 

5. Debts due, which have been actually ascertained 

to be worthless and charged off within the year $....... 
6. Amount representing a reasonable allowance for 

the exhaustion, wear, and tear of property aris- 

ing out of its use or employment in the business, 

not to exceed in the case of mines 5 per cent 

of the gross value of the output for the year 

for which the computation is made, but not in- 

cluding the expense of restoring property or 

making good the exhaustion thereof, for which 

an allowance is or has been made ......... oe: 
7. The amount received as dividends upon the stoc 

or from the net earnings of any corporation, 

joint stock company, association, or insurance 

company which is taxable upon its net income $....... 
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8. The amount of income, the tax upon which has 
been paid or withheld for payment at the source 


Nore.—Money or other things of value, disposed of by gift, donation, 
or endowment, shall not be deducted or be made the basis for a deduc- 
tion from the income of persons or corporations in their tax returns 
under the income-tax law. 


Money or other things of value, disposed of by gift, donation, or en- 
dowment, shall not be deducted or be made the basis for a deduction 
from the income of persons or corporations in their tax returns under 
the income-tax law. 


Amount oF DepucTION ALLOWABLE FOR 1913 ACCORDING To PARAGRAPHS 
B anv D or Section 2 oF Tuts Act 


For the present year of 1913 (from March 1 to December 31) the 
deductions allowed under paragraph B shall be five-sixths of the deduc- 
tions allowable for a calendar year, as specified in paragraph D of this 
law. 


Amount or Tax To BE WITHHELD FOR 1913, AND WHEN WITHHELD 


The withholding agent is not required to deduct and withhold prior 
to November 1, 1913, the normal tax of 1 per cent for which an individual 
is liable. 

Whenever the total amount of income paid to any person by a with- 
holding agent after October 31, 1913, shall be in excess of $3,000, then, 
in that event, the withholding agent shall be liable for and shall deduct 
and withhold the tax on such amount, unless such person shall file a 
statement according to Form 1007, claiming an exemption as allowed in 
paragraph D of this act, the amount of exemption allowable being $2,500 
if the annual exemption is $3,000, or $3,333.33 if the annual exemption 
is $4,000, as the case may be. 


Persons PHysIcALLyY UNABLE TO MAKE RETURNS 


If a person subject to said tax part of whose income is withheld or is 
to be withheld, is a minor or insane person, or is absent from the United 
States, or unable to make the application or return because of serious 
illness, the application or return may be made by the withholding agent, 
who shall make the following oath under the penalties of this act: 


(Form 1009) 


Form of oath required of a withholding agent when acting for an- 
other in filing return and making application for deductions allowable 
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Income Tax Department 


under paragraph B, as provided in paragraph E, section 2, of the federal 
income-tax law of October 3, 1913. 


I hereby swear (or we. that I have sufficient knowledge of the 
affairs and property of..... (Naming person and address for whom act- 
ing) to enable me to make a full and complete return for.... (Naming 
person), and that the return of income and application for deductions 
made by me are true and accurate. 


(City and State 
Date...... , 
Shamed and sworn te 


PENALTIES 


Sub-section F of section 2 of the income-tax law provides inter alia 
as follows: 

Any person or any officer of any corporation required by law to make, 
render, sign, or verify any return who makes any false or fraudulent 
return or statement with intent to defeat or evade the assessment required 
to be made shall be guilty of a misdemeanor and shall be fined not exceed- 
ing $2,000 or he imprisoned not exceeding one year, or both, in the dis- 
cretion of ‘ne court, with the costs of prosecution. 
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Vermont C. P. A. Law 


AN ACT TO PROVIDE FOR THE REGISTRATION OF PUBLIC 
ACCOUNTANTS 


(Approved December 20, 1912) 


It is hereby enacted by the General Assembly of the State of Vermont: 

Section 1. A citizen of the United States, resident in the state of 
Vermont, being over the age of twenty-one years, of good moral char- 
acter and a graduate of a high school or having an equivalent education, 
who has received from the state board of accountancy, hereinafter estab- 
lished, a certificate of his qualifications to practise as an expert public 
accountant, shall be styled and known as a certified public accountant. 

Sec. 2. The auditor of accounts, the bank commissioner and a third 
person to be appointed by the governor shall constitute a state board of 
accountancy. Such third person shall be appointed biennially in the 
month of December, and shall hold office for the term of two years from 
and after the rst day of January following his appointment. In case 
of the death, resignation or disability of the member so appointed, the 
governor shall fill the vacancy. Each member of said board shall re- 
ceive four dollars a day for time actually spent in the performance of 
his duties under this act, and each member of said board shall receive 
his necessary expenses. 

Sec. 3. An examination in the theory of accounts, practical accounting, 
auditing and commercial law shall be held annually for applicants for 
the certificates provided for in section 1 of this act, on the fourth Tuesday 
in February; but, if, not less than five months after the annual exami- 
nation, three or more persons shall apply to the board for certificates, 
it shall hold an examination for such applicants. The time and place of 
holding all examinations under this act shall be fixed by the board, and 
due notice thereof given to all applicants therefor. 

Sec. 4. Upon the payment of an examination fee of twenty-five dollars, 
said board shall examine each applicant and grant certificates to such as 
it finds qualified. An applicant who fails to pass a satisfactory examina- 
tion may be re-examined at any future meeting of the board without fee; 
but, for an examination subsequent to such re-examination, a fee of five 
dollars shall be paid. Said board shall make an annual report to the 
state treasurer of examinations given and certificates granted under this 
act, and shall pay into the state treasury the money received therefor in 
excess of the expenses of such examinations and certificates. 

Sec. 5. Said board shall keep a book in which it shall enter the name 
of each person to whom a certificate is issued under the provisions of this 
act. 
Sec. 6. Said board may, without examination, issue a certificate to a 
public accountant who has practised at least five years in compliance with 
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Vermont C. P. A. Law 


the laws of another state, upon the payment of a fee of twenty-five dollars 
and upon the certificate of the board of public accountancy or other like 
board of the state in which such public accountant has practised, certify- 
ing to his competency and good moral character. 

Sec. 7. The state board of accountancy may revoke a certificate issued 
under this act for sufficient cause, provided that written notice shall 
have been mailed to the holder of such certificate, at his last known ad- 
dress, at least twenty days before any hearing thereon, stating the cause 
of such contemplated action and appointing a time for a hearing thereon 
by said board; and no certificate issued under this act shall be revoked 
until such notice shall have been given and a hearing held in accordance 
therewith, if requested by the holder of the certificate in question. 

Sec. 8. A person who falsely represents himself to be a public ac- 
countant, registered under the provisions of this act, shall be fined not 
more than five hundred dollars. 

Sec. 9. This act shall take effect from its passage. 
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Correspondence 
New York C. P. A. Examinations 


Editor, The Journal of Accountancy: 

Sir: Having read your editorial in the September number of THe 
JournaL or AccounTANCy relating to the C. P. A. examination, in which 
you ask for views from the different members of the profession regard- 
ing same, I wish to contribute my views on the matter and shall be very 
much interested in reading those of others. 

I think you will agree with me that a subject as important as the one 
under discussion should be viewed from every possible standpoint. Ac- 
countants practising for themselves and accountants in their employ, as 
well as accountants not in public practice, but holding responsible positions 
in either public or private life, should express their opinions freely and I 
feel that after all the evidence is in, right will prevail in the end. 

The profession of accountancy in this country has been made by ac- 
countants and is rapidly approaching a point where it will take big strides 
either way; and it is decidedly “up to” the accountants themselves as to 
whether the degree that so many states are conferring on their citizens 
will mean what it should mean or be a joke to the business world. 


It is needless for me to go back to 1896 and relate how at that time 
the law was put into effect creating the degree of C. P. A. in this state. 
Certain people having certain qualifications were at that time handed 
their degrees and the “profession” was established. Many of those having 
the degree thus handed to them hung out their shingles and started on a 
general campaign of educating the business public how necessary it was 
to have a certified public accountant do their work. 

Nor is it necessary to do more than mention that several years later on 
just one occasion the preliminary qualifications were waived and anyone 
possessing the necessary references as to character was allowed to take 
the C. P. A. examination. Since then the gates have been closed tightly 
on the preliminary qualification and, in fact, twelve more regents’ counts 
have been added to the already large number. This waiver took place 
I am sure not less than ten years ago. 

The result is that today we find men in this state who have ten years’ 
practical experience in field work, are good accountants with a broad and 
varied experience and, in many instances, have built up a large practice 
for themselves, but they are denied the privilege of taking the C. P. A. 
examination for the reason that they have not had an academic education 
or its equivalent. On the other hand, we find a lot of young blood hanging 
out signs as certified public accountants, very long in theory and wofully 
short on experience. Don’t misunderstand me and think that I place 
little value on theory. I think it essential to the capable accountant, but 
practical training is just as essential and more valuable to the business 
world. 
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Consequently before we get to the question of the C. P. A. examination 
my contention is that a more serious question confronts us and that is: 
Why should a man who has served faithfully and conscientiously from five 
to ten years as a practical accountant be barred from taking this examina- 
tion because he has not had an academic education? 

In marking examination papers for government positions a certain per 
centum is allowed for experience. The workings of our C. P. A. laws in 
this state apparently discount experience. A college education is cer- 
tainly desirable for any man, or if that is impossible a high school educa- 
tion helps; but are these absolutely essential to becoming an efficient 
accountant ? 

Is the state of New York strengthening its certified public account- 
ants today by holding strictly to this preliminary qualification? There is 
a remedy for this to be sure; educate yourself; take the regents’ examina- 
tion and get the sixty counts required. This remedy is possible for about 
three per cent of the men who are working for live firms of accountants, 
for by the time they finish their work and keep up to date on necessary 
reading they have no time left to study French or German or Latin for 
regents’ examinations. 

The writer has had thirteen years’ experience in the accounting field, 
and being more fortunate than some, had the necessary preliminary 
qualifications, but did not take the C. P. A. examinations until nearly 
ten years had passed. 

During those thirteen years I have been in the employ of some of the 
largest and best-known accountant firms in this country, both in the 
capacity of senior and junior accountant, and I am not in the least ashamed 
in saying that I learn something on every piece of work on which I 
am engaged and know that I still have much to learn. I merely mention 
this to show you that I am speaking from a worker’s point of view. 

As to the examinations themselves, I must confess that it would seem 
more time should be given. It seems to me that one day each for theory 
and auditing, and two whole days for practical, with one-half for law, 
thus taking one week’s time, would allow a more comprehensive examina- 
tion. I would suggest that no one be allowed to take the practical until 
he could show at least three years’ experience with a public accountant— 
not as a stenographer or clerk either. Also, in the case of a man lacking 
the preliminary qualifications who could show five years’ practical experi- 
ence, either as a senior accountant or in actual practice for himself or 
both, the preliminary educational requirements might be waived, and such 
person be allowed to take the examination. 

Why not include experience, education and the examination as the 
qualifying elements? That is, if 100% is perfect and 85% passes the 
applicant, why not rate regents’ counts as 10? Some men possess less 
than 60 regents’ counts. Let the examiners give as many of the ten points 
for education as the applicant’s “counts” for preparatory education justify. 

Count experience on the basis of five points for each five years’ ex- 
perience in a subordinate capacity and ten points for each five years in a 
senior capacity, (meaning either as employer or a supervising employee). 
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The longer service to a man’s credit, the better qualified he is and fifteen 
years should count much. Let the examination be worth 75 counts in the 
100. 

By this plan a man with scant educational preparation, would have a 
chance if by reason of long experience he is really a good accountant. 
The man without experience would have to be able to overcome those 
fifteen points. If he can do this even with only five years’ experience to 
his credit, let him in. He is the kind we need. 

In conclusion let me say that for many years I looked forward to the 
day I could sign C. P. A. after my name and it is no easy matter to get 
that degree as many know, and I am still proud of it, but when I look 
around and see good men kept from having a chance at it because, in 
nine cases out of ten, they were unfortunate and had to go to work 
before their education was completed, it cannot but lessen my respect 
for the degree. 

The business world is awaking to this fact and I firmly believe unless 
something is done to right this condition—and done soon—the C. P. A. 
degree will be a joke. 

All I ask is fair play, for we all know the certified public accountants 
of New York need all the good men they can get. 

Yours very truly, 
R. H. C.P.A. 


C. P. A. Examinations 


Editor, The Journal of Accountancy: 

Sir: Attached hereto find solution of question 5, part 2, practical 
accounting, 35th New York C. P. A. examination. This is the writer’s 
conclusion, but had he encountered such a question in actual practice, 
more information would have been elicited from A and B. 


The problem, as stated, does not appear to be quite fair for the ap- 
plicant, and his reply thereto might be open to some question by the 
examiners, depending upon their particular viewpoint when framing the 
problem. 

Several years ago the writer was requested to show the loss of an 
oil mill. A portion of the combination cash and journal was produced, 
together with three trial balances and the daily cash reports. The ledger 
and all the original papers were reported as being destroyed by fire. 

The result of this examination indicated a loss of approximately $20,- 
ooo, but the particular items going to make up this deficiency could only 
be ascertained by taking the tonnage records of the railroad company 
relative to the shipment of cotton seed from gins of the company and 
outside parties. 

It is not believed that ledger was burned, and if it is yet in evidence 
I feel quite sure, barring cross entries, that the report as written will 
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coincide with the ledger. It would be interesting to see what kind of 
replies would be received from professional accountants after reading 
a problem framed from the data upon which the report was written. 


Very truly yours, 
W. P. Perer. 


Dallas, Texas, October 2d, 1913. 


Data 


Remarks 


Paterson 
Store 
Account 


Newark 


Store 
Account 


New York C. P. A. Examination June 25, 1913 
Solution to Q 5, Practical Accounting, Part II 


Alleged inventory Paterson store Jan. Ist, 1912 ....$ 3,800.00 
Purchases for both stores-Jan. to July-Paid for .. 5,128.80 


Due creditors, account of both stores .............. —— 
Net worth Paterson store July 1, 1912 ......... oe |) 
Net worth Newark store July 1, 1912 ............ 3,600.00 


Show the correct inventory for Paterson store Jan. 
Ist, 1912. 


In the absence of any statement to the contrary, 
it must be assumed that A and B are equal partners, 
and that the two stores are liable in equal amounts to 
the creditors. 


The net worth of the Paterson store as stated, is ... 4,573.50 


Alleged inventory Jan. Ist ...... $3,800.00 
3,325.00 
Total to account for ..... 7,125.00 
Showing total assets ..... $5,572.50 
Less % amount due creditors ....$1,500.00 750.00 
Would show the net worth to be .................. 4,833.50 
and indicates overstatement of inventory for ...... $ 249.00 


The net worth of the Newark store as stated, is ....$ 3,600.00 
Total purchase of both stores, paid for ....$5,128.80 


Due creditors for both stores ............. 1,500.00 
Total purchase both stores ....... $6,628.80 
Less Paterson store purchase stated ...... 3,325.00 
Total Newark purchase .......... $3,303.80 
Less 90% Of sales $1,875.00 937.50 
Purchases to account for $2,366.30 
Less % amount due the creditors .$1,500.00 750.00 
Shows net assets in purchase account ...... 1,616.30 
Would indicate Newark inventory Jan. Ist .......... $ 1,983.70 
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Proof Inventory Paterson Jan. Ist ...... $3,800.00 
Less indicated overstate- 
ment of inventory ...... 249.00 $3,551.00 
Inventory Newark as indicated ............ 1,983.70 $ 5,534.70 
. . .$5,128.80 
Total purchases to be accounted for ........ $12,163.50 
$3,105.c0 
Indicates the gross assets to be ..............2se00. $ 9,673.50 
Would leave balance due to creditors July Ist ..... $ 1,500.00 


Interest and Cost 


Editor, The Journal of Accountancy: 

Sir: I have read with much interest articles and correspondence in 
Tue Journat or AccounTaANcy relative to the question of including 
interest and rent as a part of manufacturing cost, and was particularly 
pleased to see the reproduction in the August number of Mr. A. Lowes 
Dickinson’s article on this subject. In the same number you print a 
report made by the special master appointed by the United States circuit 
court of appeals at St. Paul showing the legal view of the matter. In 
connection with one or two statements made therein may I be permitted 
to add a word? 

Upon page 148 it is stated in this decision that “the interest being 
actually paid is a legitimate charge against the profits,” and it is further 
added that “there is no proof or claim that the capital invested in the 
business, upon which the defendant claims the sum of $82,184.92 interest 
in diminution of the profits, is borrowed capital,” and the master then 
proceeds to say that “if such were the case and such interest had been 
actually paid out to the owner of the borrowed capital as expense of 
production it would have been as legitimate an item of expense as is 
the interest on borrowed money.” 

To the writer these statements appear to cover an absurd fallacy. In 
the first place this interest was a part of the profits and not of the cost. 
They had no business to pay it out because they had no right to make 
it, contention being that their operations were not legitimate. But, in any 
case, it should not be allowed. As to the question of charging up interest 
against manufacturing cost it is absolutely immaterial whether the interest 
is on borrowed capital or on capital that is invested in the business in 
some other way. Interest which is paid out on borrowed capital is 
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theoretically just as much a part of the profits as interest which is paid 
out in the form of dividends declared. Interest is, so to speak, a forced 
dividend which is paid out in connection with the capital so contributed 
whether any profits are made by the concern or not, and if they fail to 
make profits then the payment of this interest is a capital expense and 
works an impairment of the capital. 

At the close of this article an authority is quoted in which the dis- 
tinction is drawn between interest which has been paid upon the capital 
invested and computed interest which has not actually been paid or in- 
curred. 

It seems to the writer to be quite important that this question should 
be cleared up from the accountant’s point of view, but we do not see how 
it is possible to justify the legal finding to which we have just referred. 

Yours very truly, 
Wa tter C. WricHt. 

Los Angeles, October 17, 1913. 


Bank vs. Sureties 


Editor, The Journal of Accountancy: 

Sir: The writer wishes to take advantage of the invitation often ex- 
pressed in THE JourNAL to write articles or ask questions through your 
columns. Quite an amount of knowledge has been obtained by our pro- 
fessional brethren through THe Journay and it is logically the proper 
organ for discussing matters of importance to the profession. 

I would like to ask what mention, if any, should the accountant make 
in his certificate of the following case: 

“A” (the accountant) is called in to make an audit of “B” (the bank) 
and in the course of the examination it is discovered, or should be, that 
B is acting as surety in many instances for firms or individuals, to the 
extent of several hundred thousand dollars. B has all the right to do so, 
under its charter and with full knowledge and consent of the directors 
and stockholders. 

It is apparent to the reader that there exists a contingent liability. 

How would you treat with this item in your balance sheet? 

Yours truly, 
R. SHANNON. 

Memphis, Tenn., October 2, 1913. 
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Announcements 


W. R. Mackenzie & Son, certified public accountants, announce that 
on and after October Ist, 1913, their offices will be in the Wilcox Build- 
ing, Portland, Oregon. 


Frederic Stewart, C.P.A. (Massachusetts) announces that he has 
opened offices at 76 Atherton Street, Boston, Massachusetts. 


Leslie and Company announce a change of address from 366 Fifth 
Avenue to 128 Broadway, New York. 


W. L. McFarland, president of the Tennessee Auditing Company, an- 
nounces that from November Ist, 1913, he will take into partnership 
Clarence E. Johnston of Chicago and will practise under the name of 
McFarland, Johnston & Company. 


Waldron H. Rand and Company, certified public accountants, an- 
nounce the removal of their offices to 101 Milk Street, corner Pearl, 
Boston, Massachusetts. 


P. A. Eckes, C.P.A., Richard Fitz-Gerald, C.P.A., and W. N. Dean, 
C.P.A., announce the opening of an office at 141 Broadway, New York, 
and a branch in the Wilson Building, Dallas, Texas. 


Wm. McK. Evans, C.P.A., announces the removal of his office to 
the Times Dispatch building, South Tenth street, Richmond, Virginia. 


John Gordon, C.P.A., announces that he has admitted to partnership 
Burnham Asch, C.P.A., and that the business hereafter will be conducted 
under the firm name of John Gordon and Company, certified public 
accountants, with offices at 1123 Broadway, New York. 


Webb, Read, Hegan, Callingham & Co., chartered accountants, an- 
nounce that they have recently opened on office at 1302 C. P. R. Building, 
Yonge Street, Toronto, Canada. 


The Incorporated Accountants’ Year Book, issued by the council of 
the Society of Incorporated Accountants and Auditors, is published. It 
contains the names of 2,613 members. The society has district organiza- 
tions in thirteen of the leading towns of Great Britain, and branch 
societies in Scotland, Ireland, Australia, South Africa, and Canada. 


416 


| 
_ 
if’ 
| 
Paes i | 
‘al 
Sie 


